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FOREWORD 


The Law Forum is pleased to announce the recent publication by the 
College of Law of “The Law of Competition in Illinois,” a study prepared 
by the Chicago Bar Association special subcommittee on antitrust laws. The 
154-page book encompasses a broader scope than the limited concepts of 
conspiracy to restrain trade or of conspiracy to monopolize. Instead, it 
constitutes an exposition of all statutory and common law of the state 
concerning regulation of competition, including analysis of laws relating 
to: (a) price fixing and limitation of production; (b) the applicability of 
these laws to personal service; (c) the application of antitrust laws to labor 
disputes; (d) intra-organizational regulation by bodies large enough to 
have an appreciable effect upon the economy, including the Board of Trade, 
the livestock exchanges, and the unions; (e) regulation and contracts of 
railroads and other public utilities insofar as they relate to an exclusion 
of competition or an impairment of ability to compete; (f) “unfair compe- 
tition,” including the laws relating to “palming off” one’s goods as those of 
a competitor, the dilution of the value of a trade name, agreements by 
employees or vendors of a business not to compete, wrongful injuries to 
contracts and other business relations, and the piracy of “trade secrets”; 
(g) the price fixing permitted a manufacturer or distributor under the 
Illinois Fair Trade Act; (h) the rights of agricultural and other cooperatives 
and their impact upon marketing methods; (i) licensing laws relating to 
limitation of new competition; and (j) bidding for municipal bond issues 
and public contracts. 

This comprehensive study develops the interrelationships among a 
number of fields hitherto treated as unrelated. As a result, “The Law of 
Competition in Illinois” not only serves as a guide to permissible competitive 
activities of the businessman, but presents a comprehensive picture of the 
competitive-regulated economy of the state. Attorneys and others interested 
in the operation and control of business in Illinois will find the book most 
valuable. A handy order blank appears on the facing page. 

In the lead article of our symposium on Taxation in Illinois, Professor 
Fisher, author of Financing Illinois Government, presents an economist’s 
appraisal of the Illinois tax system. He has undertaken an evaluation of 
the system against the background of the political and philosophic, as well 
as the economic, bases of taxation and public finance. Each of the im- 
portant forms of state and local taxation is appraised in terms of its equity, 
adequacy, administrative feasibility, and impact upon the state economy. 
A number of significant comparisons are drawn between the Illinois tax 
picture and that of the other states. 

Professor Cohn, in a very thoughtful article, examines the constitutional 
limitations on income taxation in Illinois. He sets forth the constitutional 
revenue proposals which have been presented before and since the decision 
in Bachrach v. Nelson, invalidating a state statute imposing a graduated 








income tax, and takes special note of the impact of Bachrach upon subse- 
quent proposals. With this background, Professor Cohn inquires into the 
validity of the Bachrach decision as a defensible prescription of the consti- 
tutional taxing power. He concludes that modificaton or reversal of that 
decision would not be unlikely if a new attempt at a graduated income tax 
was made by the legislature. Thus, he suggests that it would be improper 
to include the Bachrach limitation in any future constitutional revision of 
the revenue article. 

A most helpful analysis of the retailers’ occupation tax and related taxes 
has been prepared by Mr. Ice of the Department of Revenue. After 
setting forth the background and basic provisions of these tax laws, he 
discusses the principal interpretive questions which have arisen. Also of 
interest to the practitioner will be Mr. Ice’s commentary on the rule-making 
and enforcement procedures of the Department of Revenue. This article 
is of particular significance because of the recent legislative and judicial 
action concerning these taxes. 

Mr. Parham, writing on taxation of property in Illinois, discusses the 
recent statutory changes and court decisions in that area, giving special 
attention to the principal problems of current interest. The problems of 
valuation, equalization, and assessment, as exemplified by the recent railroad 
valuation cases, and tax levy problems are all subjected to analysis. 

Corporations, besides being subject to the two main sources of revenue 
in Illinois, the general property tax and the sales-use-tax, are also subject to 
special taxes applicable only to them. These special taxes come under scrutiny 
in an article by Mr. Sandquist. Problems arising under the capital stock tax 
and the franchise tax are discussed. Also considered are the special taxes 
on insurance companies, building and loan associations, and private car lines. 

Professor Young, no stranger to readers of the Law Forum, has analyzed 
in depth some important problems which can arise under the Illinois inherit- 
ance tax provisions. Problems relating to joint tenancies, family transactions 
(agreements to support, family partnerships, family corporations), life estates 
and remainders, powers of appointment, and life insurance and annuities 
are discussed. Professor Young’s article has added significance because major 
emphasis has been placed upon important issues as yet unresolved by the 
Illinois courts. 

A student note considers the taxation of banks in Illinois. Some un- 
answered questions in this area are given careful attention. 


Wayne R. La Fave 
Editor, Law Forum 








AN ECONOMIST’S APPRAISAL OF THE 
ILLINOIS TAX SYSTEM 


BY GLENN W. FISHER * 


DEVELOPMENTS IN THE LAST TWO SESSIONS of the Illinois 
legislature suggest that Illinois has reached, or at least is fast approaching, 
a fiscal crisis similar to the well-publicized crises which have occurred in 
other states in recent years. 

These crises have generally been the result of a political stalemate 
over the type of taxes to be levied. In several cases the situation has also 
been complicated by provisions in the state constitution which greatly 
restrict the legislature’s freedom to deal with the problem. Contrary to 
the impression conveyed by much of the publicity surrounding these crises, 
they have not been primarily economic. The states involved have been 
wealthy, growing, industrial states. Other states with lower per capita 
incomes, devoting substantially higher proportions of this income to state 
and local governmental purposes, have experienced no such crisis. 

It is appropriate, therefore, to evaluate the Illinois tax system against 
the background of the political and philosophic, as well as the economic, 
bases of taxation and public finance. 


GENERAL PRINCIPLES OF TAXATION 


An economic system must provide the means for making three basic 
decisions: 1) what shall be produced, 2) how shall it be produced, and 
3) who shall consume it. 

To study the way these three decisions are made, it is convenient to 
consider two sectors of the economic system: the private and the public. 

In the private sector production is carried on by private business 
firms operating in the hope of obtaining a profit. In their search for 
profit, firms produce those goods and services which they believe can be 
sold at a price greater than the cost of production. The constant search 
for profits on the part of businessmen, coupled with resource owners’ 
attempts to sell labor and other resources at favorable prices and con- 
sumers’ attempts to purchase goods and services which will best satisfy 
their wants, provides the answers to the three basic questions. The price 
system is the coordinating mechanism. A change in consumer tastes, in 
technology, or in the availability of a particular resource will cause 
changes in prices and lead to different answers to the three questions. 


*GLENN W. FISHER. B.A. 1948, University of lowa; M.A. 1950, Uni- 
versity of North Carolina; Ph.D. 1954, University of Wisconsin; author 
of Financing Illinois Government; Associate Professor, Institute of 
Government and Public Affairs, University of Illinois. 
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Decisions in the private sector are made and carried out without compul- 
sion. Individual persons and firms base their decisions upon prices which 
have been determined by impersonal market forces. No governmental 
edicts need be formulated nor enforced.! 

In the public sector, the three basic decisions are made wholly or 
partly through the political process. Since governmental production is 
not usually sold on the open market, the “manager” in the governmental 
sector cannot rely upon the existence of a profit to indicate that the way 
he is utilizing resources produces more consumer satisfaction than would 
some alternative use. The funds used to purchase resources usually are 
not obtained from voluntary payments directly related to the consumption 
of the product but from compulsory extractions called taxes. Since the 
amount of a tax levy is not directly related to the purchase or consumption 
of the good or service, the basis for determining the amount to be paid 
by each person must be politically resolved. It is not surprising, then, that 
decisions regarding tax policies become the subject of intense political 
controversy. It would be naive to assume that sheer political power does 
not play a large role in determining these questions. It would be equally 
wrong, however, to overlook the importance of tax principles. It is a rare 
discussion of taxation in which some principle of taxation is not used to 
appraise, to criticize, or to justify a particular feature of the tax system 
under consideration. Students of taxation have spent much time and effort 
trying to develop a set of principles which would be useful to those who 
seek to develop an equitable and a workable tax system. 

One of the earliest attempts to draw up such a set of tax principles 
was made by Adam Smith. Smith’s maxims of taxation were set forth in 
The Wealth of Nations as follows: ? 


1Economists have shown that under certain specific conditions some very 
important economic efficiencies result from the operation of a free price system. 
The details are highly technical, but the essential points can be briefly summarized. 
If: 

a) every individual is able to order his preferences for goods and services so that 
he can register preference or indifference between any two bundles of goods 
or services, 

b) every producer makes all of his decisions in such a way as to maximize 
profits, 

c) perfect competition exists in the market for every product, 

then: 

The allocation and utilization of resources will be such that it is impossible to 
make any individual better off in terms of his own preferences without making some- 
one else worse off in terms of his preferences. 

It has been suggested that most government spending occurs for products in the 
market for which these conditions could not exist. Thus, the transfer of decision- 
making from the private to the public sector may promote economic efficiency. For 
a reasonably nontechnical exposition of this matter, see Bator, THE QUuESTION oF 
GOVERNMENT SPENDING (1960). 

2 SmitH, WEALTH or Nations, bk. V, ch. II (1776), at 777-79 (1937). 
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“I, The subjects of every state ought to contribute towards the 
support of the government, as nearly as possible, in proportion to their 
respective abilities; that is, in proportion to the revenue which they 
respectively enjoy under the protection of the state. The expence of 
government to the individuals of a great nation, is like the expence of 
management to the joint tenants of a great estate, who are all obliged 
to contribute in proportion to their respective interests in the estate... . 


“II. The tax which each individual is bound to pay ought to be 
certain, and not arbitrary. The time of payment, the manner of pay- 
ment, the quantity to be paid, ought all to be clear and plain to the 
contributor, and to every other person. Where it is otherwise, every 
person subject to the tax is put more or less in the power of the tax- 
gatherer, who can either aggravate the tax upon any obnoxious con- 
tributor, or extort, by the terror of such aggravation, some present or 
perquisite to himself... . 


“TII. Every tax ought to be levied at the time, or in the manner, 
in which it is most likely to be convenient for the contributor to pay 
Theives 


“TV. Every tax ought to be so contrived as both to take out and 
to keep out of the pockets of the people as little as possible, over and 
above what it brings into the public treasury of the state. A tax may 
either take out or keep out of the pockets of the people a great deal 
more than it brings into the public treasury, in the four following 
ways. First, the levying of it may require a great number of officers, 
whose salaries may eat up the greater part of the produce of the 
tax. . . . Secondly, it may obstruct the industry of the people, and 
discourage them from applying to certain branches of business. . . . 
Thirdly, by the forfeitures and other penalties which those unfortunate 
individuals incur who attempt unsuccessfully to evade the tax, it may 
frequently ruin them, and thereby put an end to the benefit which 
the community might have received from the employment of their 
capitals. . . . Fourthly, by subjecting the people to the frequent visits 
and the odious examination of the tax-gatherers, it may expose them 
to much unnecessary trouble, vexation, and oppression. . . .” 


Considering the many social and economic changes which have taken 
place since 1776, Smith’s maxims have remained remarkably up-to-date. 
Many discussions of tax principles have been explanations and elaborations 
of Smith’s four principles. The most controversial of the four has been 
the first—the equity principle. As formulated by Smith, equity meant a 
tax levied according to ability to pay. He assumed, however, that the 
ability of a taxpayer to pay taxes is equivalent to the benefits received 
from government and that both can be measured by income. 

Shortly afterwards, many writers began to believe that the ability-to- 
pay principle and the benefits-received principle are distinct and that they 
lead to very different distributions of tax levies. In the nineteenth century, 
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English writers on taxation devoted much time trying to define “ability 
to pay” more exactly. Gradually income came to be accepted as the proper 
index of ability and attention turned to the question of whether equity 
is achieved by regressive, proportional, or progressive taxation. John S. Mill 
introduced the idea that equitable taxation should inflict equal sacrifice on 
all taxpayers. The development of marginal utility analysis in the 1870’s 
opened the way to elaborate mathematical and semi-mathematical justifi- 
cations of progressive taxation. These efforts were based on the assumption 
that the marginal utility of income declines as income rises. More recently, 
attacks upon the validity of interpersonal utility comparisons have resulted 
in virtual abandonment of this approach. Those who support a progressive 
tax system today generally do so on the basis of “common-sense” belief 
that a progressive system is equitable or upon the belief that the desirable 
social and economic effects of such a system outweigh its undesirable 
effects.* 

The idea of measuring tax equity by relating taxes paid to benefits 
received has largely been abandoned as a general principle of tax equity. 
If it is possible and desirable to determine benefits received and to collect 
the costs from the persons who benefit, there is often no reason for using 
taxes rather than prices as a source of revenue. Many governmental 
expenditures involve social benefits which cannot be allocated to specific 
individuals. In other cases, collecting from the direct beneficiary would 
defeat the purpose of the program. Defense and public health programs 
are examples of the former, while welfare and educational programs are 
examples of the latter. The one major case in which the benefit principle 
is still widely used is in highway finance. Motor vehicle and gasoline taxes 
are generally structured so that the taxes paid are in rough proportion 
to the use of the highways and the funds obtained are generally earmarked 
for highway construction and maintenance. The benefit principle is also 
applied in the case of some minor taxes which are levied on certain busi- 
nesses to pay for special regulatory or promotional programs. 

At least two important principles have been added since Smith’s list 
appeared. Many writers have noted that a tax system must provide adequate 
revenues, but there has seldom been a clear definition of the adequacy 
principle. Brazer has recently suggested that an adequate tax system is one 
which provides sufficient revenue to meet the costs of providing public 
services for a growing population and an expanding economy without 
frequent changes in tax rates or tax bases. The introduction of new serv- 


’For an excellent summary of the literature on progressive taxation, see BLuM 
& Katven, THE Uneasy CAsE For ProcressivE TAXATION (1953). Translations of some 
important non-English writings on the subject will be found in: Muscrave & PEAcock, 
CLAsSICcS IN THE THEORY OF PuBLIc FINANCE (1958). 

*Groves, Toward a Social Theory of Progressive Taxation, 9 Nat’ Tax J. 27 
(1956). 
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ices or the upgrading of the quality of existing services should be the only 
occasion for the introduction of new taxes or the raising of tax rates.® 

A second principle which might be added to Smith’s list is that a 
tax system should contribute to economic stability. It appears to be 
generally accepted today that government has a responsibility to prevent 
depression and inflation and that tax policy can make an important contri- 
bution to these goals. There may, of course, be conflict between the ade- 
quacy principle and the stability principle. At the extreme, it has been 
suggested that taxes should never be imposed for the sake of revenue, 
but only for the sake of promoting economic stability.® 

It has sometimes been suggested that still another principle—encourage- 
ment of economic growth—should be added to the Smith maxims. Actually, 
careful reading of the fourth maxim indicates that this principle is implicitly 
included. The tendency of textbook writers to label the fourth maxim as 
the “economy” principle is misleading since economical administration is 
only one facet of the maxim as Smith stated it. 


STATE AND LocAL TAXATION IN A FEDERAL SYSTEM 


In a federal system of government, taxes are levied at the federal, 
state, and local levels. The national tax system is the.result of action at 
all three levels. In appraising the tax system of a state, it is necessary to 
remember that certain restraints and limitations are placed upon the state 
and its subordinate units by reason of the fact that it is but one of fifty 
states in the nation. Federal constitutional provisions, federal taxes, and 
economic competition among states severely limit an individual state’s 
freedom of action in the tax field. 

In view of these limitations, it is, in the opinion of the writer, unrealistic 
to expect a state to place much emphasis upon economic stability in formu- 
lating its tax system. Lacking the monetary power and the virtually un- 
limited borrowing power of the federal government, it must place consider- 
able emphasis upon adequacy of revenue. For a state to endanger its 
credit standing by deficit financing during a depression or to forego needed 
public expenditures in an inflationary period would be unsound and un- 
realistic, especially since the benefits of these stabilizing actions would not 
go primarily to their own residents but would be spread across the entire 
nation.” 

On the other hand, states and localities must give attention to certain 


5 BRAZER, TAXATION IN MicHicAN: AN ApprRAISAL 1 (1961) (Michigan Pamphlets 
No. 30, Institute of Public Administration, The University of Michigan). 

6 LerNER, ECONOMICS OF EMPLOYMENT 131 (1951). 

™This is not to suggest that the cumulative effect of all state and local govern- 
ment financial policies can be ignored in developing federal fiscal policy, but the 
responsibility to facilitate and coordinate (or offset) state and local action rests with 
the federal government. 
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factors which need not be considered when appraising the tax system as a 
whole. States and localities may wish to consider the burdens which have 
been imposed upon taxpayers by the federal tax system. Tax differentials 
affect the location of industry and the competitive relationships among 
businesses in various states and localities. 


Standards for Appraising a State Tax System 


For appraising the Illinois state and local tax system four criteria 
seem appropriate to the writer. The four are: equity, adequacy, adminis- 
trative feasibility, and impact upon the state economy. 

Equity. In attempting to define equity, it is helpful to distinguish 
between horizontal and vertical equity. Horizontal equity refers to equal 
treatment of equals while vertical equity refers to a “fair” distribution 
of tax levies among persons who are not similarly situated. 

Horizontal equity has no practical meaning except in relation to some 
criterion for determining an individual’s proper tax contribution. If income 
is considered to be the proper criterion, then horizontal equity occurs 
when persons with equal incomes pay equal taxes. The income criterion 
could, of course, be modified to allow for other factors such as the number 
of dependents or other circumstances. Many economists consider income, 
modified by a limited number of other factors, to be the best criterion, 
but expenditure and wealth have also been suggested.* Often the concept 
of horizontal equity is useful in appraising the individual tax within the 
tax system. In this case the criterion for determining the proper contri- 
bution of individual taxpayers is usually related to the theory of the tax. 
For example, a sales tax may be considered horizontally equitable if two 
persons spending the same amount of money pay the same tax. The 
criterion for sales tax equity could, of course, be defined as the amount 
spent on the purchase of tangible personal property. It is entirely possi- 
ble to rob the concept of any useful meaning if the criterion is made too 
narrow. If, for example, the criterion for judging sales tax equity were 
expenditure on taxable sales as defined in the law and in administrative 
practice, horizontal equity would become meaningless as a test of equity. 

Vertical equity is even more difficult to define since it deals with the 
question of the “fair” distribution of tax burdens among taxpayers who 
are unequal. Most commonly this aspect of equity is related to the income 
criterion and the question becomes one of the degree of progressiveness 
or regressiveness of the tax or the tax system. 

Although, as indicated earlier, there is no scientific “proof” that pro- 
gressive taxation is desirable, there is wide support for at least some degree 
of progression in the tax system as a whole. Fortunately for the state tax 


8For a statement of the case for using expenditure as the criterion, see Katpor, 
An Expenpiture Tax (1955). 
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analyst, the question of the desirable degree of progression is not of major 
importance in appraising a state tax system. When the present federal- 
state-local tax levels and the probability of tax competition among states 
is condsidered, it is obvious that only federal taxes can be expected to 
impose any substantial degree of progression.® States can choose between 
mild reinforcement of federal progression, mild reduction of federal pro- 
gression or neutrality. It should be noted, however, that if state and local 
taxes impose a heavy burden upon the very low income groups, only 
extremely high federal tax rates could remove the regression. 

Adequacy. In recent years the most publicized weakness of several 
state tax systems has been their failure to produce enough revenue to cover 
appropriations. No tax system can be expected automatically to produce 
revenues to cover every possible level of appropriations. A more reasonable 
definition of adequacy is that the tax system should provide the revenue 
needed to cover existing expenditure programs without frequent changes 
in rates. The inauguration of new programs or the expansion of existing 
governmental programs should require new financing or the reduction of 
existing programs. 

Administrative Feasibility. A good tax is economical for the tax 
authorities to administer and involves minimum compliance cost to the 
taxpayer. The amount of each taxpayer’s liability should be easy to compute 
and opportunities to evade or avoid the tax should be at a minimum. 

Impact on the State’s Economy. Probably no aspect of state and 
local taxation is more widely discussed than the effect of taxes upon the 
location of business and industry. Available theoretical and statistical evi- 
dence indicates that the effect of state and local taxes upon location is 
much less than commonly supposed.!° Nevertheless, possible effects on a 
state’s economy cannot be ignored. If a tax results in a manufacturing 
plant being established outside the state or causes residents to cross the 
state line into another state to spend their money, this fact must be con- 
sidered in appraising the tax. 

Application of the Criteria. Although drawing up acceptable criteria 
is an important step in appraising a tax system, many difficulties arise in 
applying them to a particular tax system. 

The first problem is that even bare statistical facts are not always 
available. This is particularly true at the local level. In Illinois there are 
6,510 units of local government."! No single state agency has the responsi- 
bility or the need to gather data concerning revenue and expenditure of 
all these units. As a result, any attempt to analyze local taxation must 


® BRAZER, Op. cit. supra note 5, at 23. 

10For a brief summary of some of the studies, see Due, Studies of State-Local 
Tax Influences on Location of Industry, 14 Natt Tax J. 163 (1961). 

11U.S. Bureau oF THE CENSus, 6 1957 Census oF GOVERNMENTS, No. 11 (1959). 
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MRNA Si, 75h 2chs a Vodice RdRa Tad «oa Oe Ose RR Oe ee 38 , 764 
Bess ME WATIIOUNIOES 5 ob kas oceans mae viglaaeerwsecse 100 ,677 
SG Fasano 5552s eos ee GAs eT 709 , 158 
PINS RTO EOD ooo is 5:0 ca:o.s'5 0 WONG Wik oes as RR 115,308 
ROSS 2 Ua Soar ae ee ir ar RA OL iar ae 83 ,380 
Insurance benefits and repayments..................0200005 141,136 
EK cL Lt by aOR eI NPAs eae tree reer $2 ,563 ,273 





Source: U.S. BuREAU OF THE CENsuS, 3 1957 Census oF GOVERNMENTS No. 5 aT P. 38. 


depend upon incomplete data from state and local sources or be confined 
to those years for which the United States Census Bureau has compiled 
data. Certain types of data such as compliance costs and degree of 
evasion and avoidance are available only in the form of a few isolated and 
incomplete studies. Even when rather detailed statistical material is availa- 
ble, it is often not classified in such a way as to permit certain useful 
types of analysis. 

Another difficulty is that the exisiting knowledge of economic phe- 
nomena does not permit exact statements as to many of the economic 
effects of taxation. It is well known, for example, that taxes are often 
shifted, through an intricate series of price and cost changes, to persons 
other than those who initially pay the tax; but there is considerable 
disagreement as to the exact degree of shifting of particular taxes. 

A final problem concerns the relative weights to be accorded each of 
the criteria. Many taxes rank very high when judged on the basis of one 
criterion but very low on the basis of others. How much weight to give 
each of the criteria in a particular situation becomes a matter of personal 
judgment. 

The difficulties which are involved do not make the task hopeless. 
Our knowledge of taxation and its effects is good enough to produce an 
amazing degree of consensus among impartial individuals who carefully 
study a state or local tax system. Knowledge of what constitutes a good 
tax system is far ahead of practice. 


GOVERNMENTAL EXPENDITURE IN ILLINOIS 


In fiscal year 1957, the last year for which complete data are availa- 
ble, Illinois state and local governments expended $2,563,273,000. Table I 


12, A census of governments is ordinarily taken every ten years. The one due 
for 1952 was not taken but some data on state and local finance were compiled and 
published for 1953. A complete census was taken for 1957 and another is due for 1962. 
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provides a breakdown of expenditure by character and object. Almost 
60 per cent of total expenditures were for current operations while 27 
per cent were in the form of capital outlay. Assistance, subsidies, interest, 
and insurance benefits made up the balance. 

Total expenditures included $234,042,000 of expenditures by publicly 


TaBLe II 


GENERAL EXPENDITURE OF ILLINOIS STATE AND Loca GOVERNMENTS, 
BY Function, 1957 FiscaL YEAR 




















Total Per Capita 
(in thousands) 
Education: 
State institutions of higher education... .. $ 92,220 $ 9.51 
BOGE? SCROGGIE... oo. occ ice ennseeccccus 654,818 67.51 
pega NI RN 2 he hE 9 654 1.00 
OS eee hres tae aster ea $ 756,692 $ 78.02 
Highways: 
tate toll facilities..................005. 52,034 5.36 
|) TCR AERC ie RUNES rears ai mer as ete 365 ,038 37.64 
INGUIN Ror eerie ook aie eee 417,072 43.00 
Public welfare: 
Categorical public assistance............. 90 , 394 9.31 
Other public assistance.................. 18 ,094 . 1.87 
1) eR RIO eI ie eee erate era ee ey Si 45 , 267 4.67 
SOMME o-oo os. oc a cece sre a ses rene uel 153 , 755 15.85 
Health and hospitals: 
MRE 525-25 gg gies Sse ely Ghw wile ade ote 136 , 750 14.10 
11.1011 hela ae a a revere nas ene aeerare oa Made 37 ,503 3.87 
CE Ye OCCT 174,253 17.97 
OR ee cn ee omnes noe yc weieee axe 94,133 9.71 
Local fire protection. ..................05- 43 ,471 4.48 
Natural resources... .. 2.2... cccccccccccces 29 ,752 3.07 
Sanitation: 
Sewers and sewage disposal.............. 65 ,370 6.74 
(1125 a See a are eer ee 35,718 3.68 
NUMAN sen F. pal prance Gar develve Sle aks 101 ,088 10.42 
Local parks and recreation................. 59 ,462 6.13 
Housing and community development....... 51,824 5.34 
Nonhighway transportation: 
YO Se errr eT 7,494 BY i 
Water transportation and terminals....... 11,346 1.17 
TRI rg ated Ceo ae Coa a Raines nea 17,218 1.76 
MURINE 6 aie Site Gare nick claciel cde Baie Wea ake 36 ,058 3.72 
ON aie Oia d5bG tials hake cea wesieeeies 24 ,073 2.48 
TORE PARIS... i6ck nein wesc conesa nn vene ee 10,813 1.11 
Social security administration.............. 10 ,936 1.13 
General GORUO!. . on. cece ccc ccncccccese 85 ,569 8.82 
General public buildings................... 17 ,960 1.85 
Interest on general debt................... 70 ,255 7.24 
Other and unallocable..................... 50,930 5.25 
MIRON aT 20a ates S75 ctr sh ahoy talbie. a ctite v/ «Ripa g eau $2,188 ,095 $225.60 











Source: U. S. Bureau or THE Census, 3 1957 CeNsus oF GOVERNMENTS No. 5 aT 
pp. 41-43, 46-47. 
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owned utilities and $141,136,000 in insurance trust expenditures. General 
expenditures thus totaled $2,188,095 ,000. 

Breakdowns of general expenditures by function are provided in 
Table II on a total and a per capita basis. Educational expenditure accounts 
for 34.6 per cent of general expenditure, while highway expenditure 
amounts to 19.1 per cent of the total general expenditure. Public welfare, 
health, and hospital expenditures combined account for another 15 per 
cent. Police, fire protection, sanitation, recreation, housing, general control, 
and interest are other functions which account for more than 2 per cent 
of general expenditures. 


Expenditure Trends 


It is well known that state and local government expenditure has 
increased rapidly in the postwar period. In Illinois general expenditure 
rose from 575 million in 1942 to 2,188 million in 1957. The rate of increase 
from 1957 to 1959 was somewhat faster than the average of the preceding 
15 years.18 It is important to remember, however, that the postwar period 
was a period of rapid economic growth and inflationary price increases. 
A truer picture of the relative growth of the state and local governmental 
sector of the economy can be obtained by relating governmental expendi- 
ture to personal income in the state.!* 

Personal income in Illinois rose 185 per cent from 1942 to 1957. If 
state and local government expenditure had risen by the same per cent, 
1957 expenditure would have been $1,640 million. The actual expenditure 
of $2,188 million was 33 per cent greater than this hypothetical expenditure. 

There has been a wide variation in the rate of growth of govern- 
mental expenditure for various functions. This is illustrated in Table III 
where comparisons similar to that just made are presented for eight major 
functions. It will be noted that highway expenditure was 128 per cent 
higher than it would have been had expenditure grown at the same rate 


13 Since the 1957 Census of Governments, the U.S. Census Bureau has issued 
annual reports concerning state and local government finance. Data for local units 
are based upon a sample survey and breakdowns are less detailed than for 1957. For 
the sake of uniformity, 1957 data are generally used in this article but reference to the 
latest available data is made from time to time. All data are for fiscal years. 

14 A simple comparison of personal income and governmental expenditure does 
not give a completely accurate picture of the relative size of the private and public 
sectors. Complete analysis of this problem would require a detailed analysis of expendi- 
tures by type. Some governmental expenditures are clearly and completely “public 
sector” in that both governmental production and public consumption are involved. 
Others involve a combination of government and private production (i.e., roadbuilding). 
Some governmental expenditures involve the transfer of funds from one person to 
another but leave both consumption and production in private hands (i.e., welfare 
payments and interest payments). There are also some problems involved in using 
personal income as the measure of product or production but it is the only one of 
the various “national income and product” measures that is regularly and promptly 
available on a state basis. 
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TABLE III 


1957 Inuinois State AND LocaL EXPENDITURES COMPARED WITH HYPOTHETICAL 
EXPENDITURES Havina SAME RELATIONSHIPS TO PERSONAL INCOME AS 1942 PATTERN 











Per cent by 
Hypothetical which actual 
Actual 1942 1957 Actual 1957 exceeds 
Function Expenditure Expenditure Expenditure Hypothetical 
(in thousands) 
Highways.............. $ 64,078 $ 182,699 $ 417,073 128.3* 
Education.............. 168 ,385 480 ,099 756 ,692 57.6 
Sanitation.............. 23 , 506 67 ,020 101 ,088 50.8 
Local fire protection. .... 12,805 36,510 43 ,471 19.1 
va fohirao vos to ass 28 ,391 80 ,948 94,133 16.3 
Miscellaneous and 
unallocable............ 113 ,964 324 ,934 377 ,377 16.1 
Public welfare, health 
and hospitals.......... 133 ,023 379 ,275 328 ,008 —13.5 
Interest on general debt. . 31,007 88 ,407 70 ,255 —20.5 
TOTAL GENERAL 
EXPENDITURE..... 575,159 1 ,639 ,894 2,188 ,095 33.4 





* If expenditures on state toll roads are omitted the increase is 99.8 per cent. 
Source: CompuTep From U. S. Bureau or THE CENsuS, STATE AND LocaL GOVERN- 
MENT FINANCES IN 1942 anpD 1957 (1959). 


as personal income. If toll road expenditures are eliminated, the increase 
is slightly under 100 per cent. Educational expenditure shows the second 
fastest rate of growth. At the other extreme, expenditure on public welfare, 
health, and hospitals and expenditure for interest have grown less rapidly 
than has personal income.'® 


Interstate Comparisons 


Per capita state and local general expenditure in Illinois in 1957 was 
$225.60. The national average was $237.09. The functional breakdown 
presented in Table IV indicates that expenditures for most functions in 
Illinois were slightly below the average for all states. The principal ex- 
ceptions are for municipal-type functions such as police, fire protection, 
sanitation, parks, and housing. These exceptions are undoubtedly the 
result of the heavy urbanization of the Chicago area. 

In 1959 per capita general expenditure in Illinois was $273.38 compared 
with an all state average of $277.19.1° Comparison of the 1957 and 1959 
figures suggests not only that Illinois expenditure is rising rapidly but that 
the gap between Illinois expenditure and the national average is being 


narrowed. 
General expenditure of Illinois state and local governments in 1957 


15The U.S. Bureau of the Census reports welfare payments separately from 
health and hospital payments; however, there was a major change in definitions 
between 1942 and 1957. Combining the two categories presents a truer picture. 

16 U.S. BurEAU OF THE CENSUS, GOVERNMENTAL FINANCES IN 1959 (as corrected 
Nov. 7, 1960). 
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TABLE IV 


Per Capita GENERAL EXPENDITURE OF STATE AND LocaL GOVERNMENTS, 
IuuinoIs AND UniTep States, 1957 FiscaL YEAR 








Illinois United States 





EE oe we Oe ra PAA CCN NE GE eA ere $ 78.02 $ 83.00 
PE SS i's 5 See eee < Weleda cs See heu 43.00 45.90 
RIS ONES 252 GS vias PEO UN TKN A LOS SoS OS RES 15.85 19.99 
Piet OB BORPRIBIE: . oie. cee Nasa nseeeaee eas 17.97 18.79 
AMR ei crchs eie ASS alsa Gieto s o HARI SS a SEOR RR es 9.71 8.62 
NUN TEND CRONE 56550. 5.4.55: 0 basen Slain ln 9 6's 5 wie atayere wis 4.48 4.76 
DEINE PIBOON oc. isis bd Sony Ue ee ve bP eas cule 3.07 6.05 
RUMERMRMRNCEN eos ecrete Chas 2. 5, so, donee euch « wale pir aUepag aire 10.42 8.48 
Local parks and recreation... 2. oi... sec ccseveccvecs ves 6.13 3.57 
Housing and community development.................. 5.34 2.97 
Nonhighway transportation......................eeee- 3.72 2.98 
NOME Neva arhe | Neckp nisin Gps osite p SCE beara 2.48 2.72 
MMO OLIN 65s Bie cs ca bus vg ROS STEN aca al o's BE Wagan STD 1.11 1.17 
Employment security administration................... 1.13 1.37 
CE TS SR SCRE DUE iene en ee cea eee mera age 8.82 10.13 
General public buildings... ....2....0000 cece cena neesene 1.85 2.52 
AD GPORY OR MOMOTAN OG «0.6625 Edie nied eo edin cee 7.24 6.49 
MOUIUBU REL POON oo a oooh cia einigi ns bats e oa. 0p vow 5.24 7.58 
MNO RGA Sy erates eK Geka wh a Mein ena a $225.60 $237.09 

















Source: U. S. Bureau or THE CENsus, 3 1957 CeNsus oF GOVERNMENTS No. 5 aT 
pp. 46-47 (1959). 


amounted to $91.72 per $1,000 of personal income. This compares with 
a national average of $116.05. Only for Delaware was expenditure as a 
per cent of income lower.!7 In 1959 Illinois per capita general expenditure 
was $108.41 per $1,000 of personal income.'® The national average was 
$128.24. Missouri and New Jersey had a lower expenditure in relation to 
income than did Illinois in 1959. 

There are great differences in the economic and demographic charac- 
teristics of the various states. These differences limit the usefulness of 
comparing one state with the national average. One method of getting 
around this difficulty is to compare a state with a selected group of 
similar states. Unfortunately, there are no clear criteria for determining 
which states are similar and selection can sometimes be manipulated to 
support a predetermined position. A more scientific approach is to use 
multiple regression analysis to take account of some of the important 
variables which affect governmental expenditure. 

This writer recently correlated per capita income, population per 
square mile, and per cent of the population living in urban places with 
state and local governmental general expenditure of the 48 continental 


17U.S. Bureau oF THE CENSUS, STATE AND LocaL GOVERNMENTAL FINANCES IN 
1942 anp 1957 (December 11, 1959). 

18 Computed from U.S. Bureau or THE CENSUS, GOVERNMENTAL FINANCES IN 1959 
(September 30, 1960). 





WinTER] ECONOMIST’S APPRAISAL 555 


states. A multiple correlation coefficient of .73 was obtained.2° The 
estimating equation obtained in the correlation process was then used to 
compute the expenditure which would, on the basis of the three independent 
variables, be “expected” for each state. For Illinois the expected expendi- 
ture was $297.98 while the actual expenditure was $232.94.21 In only one 
other state did the actual expenditure fall further below the “expected” 
expenditure. This indicates that even when per capita income, population 
density, and degree of urbanization are taken into account governmental 
expenditure in Illinois was lower than in other states. 


GOVERNMENTAL REVENUE IN ILLINOIS 


The general revenue of Illinois state and local government comes from 
three major sources.22, The most important of these is taxation, which, in 
fiscal year 1957 provided 82 per cent of general revenue. Charges and 
miscellaneous general revenue was the source of 11 per cent of the general 
revenue. “Charges and miscellaneous general revenue” is defined as all 
general revenue except taxes and intergovernmental revenue. It includes 
sums received from school lunch rooms, from dormitories and other com- 
mercial activities of institutions of higher education, from publicly owned 
hospitals, from the operation of parks, and similar sources. Charges and 
miscellaneous general revenue also includes sums received from interest, 
special assessments, and donations. The third major source, intergovern- 
mental revenue, includes amounts received from other governments as fiscal 
aids and funds received as reimbursement for general services performed 
for the paying government. When considering the revenue of Illinois 
state and local governments as a whole, state payments to local govern- 
ments, and local payments to state governments are netted out to avoid 
duplication, leaving only federal payments. Federal payments to state and 
local governments accounted for almost 7 per cent of state and local 
general revenue in 1957. 

The general structure of state and local general revenue is indicated 
in Table V. More than one-half of Illinois tax revenue comes from prop- 
erty taxation with sales and license taxes providing most of the balance. 

A breakdown of the major types of taxes by level of government is 


19 Fisher, Determinants of State and Local Government Expenditure: A Prelimi- 
nary Analysis, 14 Nat. Tax J. 349 (1961). 

20 A correlation coefficient of 1.00 would indicate perfect correlation; that is, all 
of the expenditure variation among states would be “explained” by the three independent 
variables. 

1 This figure differs slightly from the one cited earlier because different popula- 
tion estimates were used in computing per capita data. 

22 The term “general revenue” refers to all governmental revenue except insurance 
trust, utility, and liquor store revenue (governments in Illinois receive no revenue 
from the latter source). The term refers to the source of the revenue, not to the 
fund receiving a particular amount. 
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TABLE V 


GENERAL REVENUE OF ILLINOIS STATE AND LOCAL 
GOVERNMENT, 1957 FiscaL YEAR 

















(in thousands) (per capita) 
Taxes: 
ee ee ne EES Se $895 , 736 $92.35 
RMI ca cv bac ayes teresa Se vie ET 342 , 203 35.28 
Selective sales and gross receipts: 
ED SS Ee RGR NE SES Aare me eee 129 ,441 13.35 
Alcoholic beverages................00- 25 ,653 2.64 
Tobacco products SARIN coe Pre pe eeginee be were A 33 ,460 3.45 
RNID SIMI oo cosine a -clete ose pe alan eee 66,114 6.82 
IN ne ah ee en te ale Sar 25 ,433 2.62 
Amusements and admissions........... 2,466 .25 
NS, SE IRE rete 16,425 1.69 
Licenses: 
1 EES 0 Eee nt Re et at 116 ,332 11.99 
Motor vehicle operators............... 2,087 .22 
Corporations in general............... 4,940 51 
Alcoholic beverages................... 14,787 1.52 
Building and equipment permits........ 6,924 71 
Parking meters (on street)............. 7,797 .80 
Other and unallocable................. 21,925 2.26 
Se EE See ene hee 19,812 2.04 
ARR OA ios a he ee $1,731 ,535 $178.53 
Charges and miscellaneous general revenue: 
ROOM WR MNMIOB So oo oho 5 oe tis ceeacceu seal 154 ,694 15.95 
Special assessments...............0.000- 14,794 1.53 
GIO RIED 6c ie ost cicero eaieuys 6,207 64 
ENGCPOR CRPENNOR . 6... ick esis cess soaces 26 ,214 2.70 
OO Ee ont nite te em rere 25 ,480 2.63 
Total charges and miscellaneous. ..... 227 ,389 23.45 
From Federal government................. 146 , 228 15.08 
Total general revenue............... $2,105,153 $217.05 











Source: U. S. Bureau or THE CENsus, 3 1957 CeNsUs or GOVERNMENTS No. 5 aT 
PP, 28-30, 36 (1959). 


provided in Table VI. The major local tax is the property tax. All 
property tax revenue except for the small sum resulting from the taxation 
of foreign private car lines is levied by local units of government. Local 
units also receive substantial sums from the one-half per cent supplement 
to the state sales tax and also from vehicle and liquor licenses. Selective 
sales taxes, especially the tax on utility services levied by the city of 
Chicago, also yield substantial sums. 

The state gets the largest part of its tax revenue from general and 
selective sales taxes although license taxes and death taxes provide significant 
amounts of revenue. 

The Illinois State Government levies a substantially lower percentage 
of state and local taxes than does the state government of the average state. 
In Illinois the state government’s percentage of tax revenue was 39.9 
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TaBLE VI 
Inunois GENERAL REVENUE, BY LEVEL OF GOVERNMENT, 1957 Fiscat YEAR 
State Local 
(in thousands) 
Taxes: 
PMN CaP hc so eae ve Len eee ton Red tae Eee $ 697 $ 895,039 
Sales and gross receipts: 
Ee ie attest Woe anne ata diera We mae cieire oeae 296 ,062 46,141 
LL aaa ES Ce tk ie CA ener era Foe ay eee re 268 , 384 30 ,609 
MM og iacvig Vane & is o1d Gila nuuin seal eae a laa eee 106 ,378 68 ,414 
UME oe ha Fo aol wig a ccd e ale aceie eal ORUe AIR awe 19 ,245 567 
PRIMI re cargos Sih Wate rca Aah tt ight cre ehh 8 690 , 765 1,040,770 
Charges and miscellaneous general revenue 
RNNMN CREME 05, s ede ws won core Sw ee eR oueele eee. 28 ,228 126 , 466 
Special assessments. ............0 0c cece ccc ee eeeeee --- 14,794 
POI COU INO NS oo caine sv bo kn vk nes cee vive ele ues ecouee 233 5,974 
MUCLOR GNPUNNOE so i.c kos c cw ucncec be ccdeeudwces ee owls 13 ,922 12,292 
CHR ire sre a oo Nils okies ad wale Ca dainTes be Oe 7,251 18 ,229 
Total charges and miscellaneous...................-- 49 ,634 177 ,755 
Revenue from Federal government.....................2005 138 ,009 8,219 
Total general revenue.............. 0c cece ccc cece ee eeeees $878 ,408 $1 , 226 ,744 








Source: U.S. Bureau or THE Census, 4 1957 Census or GOVERNMENTS No. il (1959). 


compared with a national average of 50.4.2 In only five states was the 
state government’s share lower.*4 

Data provided in Table VII permit comparison of the Illinois revenue 
structure with that of the average state. In order to facilitate comparison, 
data are given both in per capita terms and as a percentage distribution. 
Tax collections per capita in Illinois were higher in 1957 than in the average 
state, but the lower non-tax revenue in Illinois more than offset the higher 
taxes so that per capita general revenue was lower in Illinois. Major differ- 
ences in the source of tax revenue include the much greater dependence 
upon property taxes and general sales taxes in Illinois. These taxes combined 
to produce 58.8 per cent of state and local general revenue in Illinois 
while they provide only 44.3 per cent in the average state. Another major 
difference is the absence of individual and corporate income taxes in Illinois. 
These taxes produce 7.2 per cent of the revenue of the average state. 


Illinois State Taxes 


Statistical tables such as Tables V, VI, and VII are useful in providing 
a quick over-all view of the tax structure, but a complete appraisal of a 
tax system requires an examination of the individual taxes which make up 


23U.S. Bureau oF THE Census, 3 1957 Census or GOvERNMENTS, No. 5, at 33 
(1959). 

24 The five states were Nebraska, New Hampshire, New Jersey, New York, and 
South Dakota. 
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TaB_e VII 


Inutinois REVENUE STRUCTURE CoMPARED WITH 
UniTeD States AVERAGE, 1957 FiscaL YEAR 

















Percentage 
Per Capita Distribution 
United United 
Illinois States Illinois States 
Taxes: 
RU ao le RR Sr oes a ae he gn cronies $92.35 $ 75.54 42.5 33.7 
General sales and gross receipts............ 35.28 23.66 16. 10.6 
Selective sales: 
6S ESS RS a ee tanenee aie  ee 13.35 16.76 6.1 7.5 
NI oS ores ire Shira a C918 RO Oe 17.48 15.18 8.1 6.8 
RPMINMODIDD 6 5565.65.06 4.4 smd Orin ese — 10.30 —_ 4.6 
Commoration MOOMG. ...5605.ecsccccvcscees — 5.78 — 2.6 
Licenses: 
BREN eho ciis 5 a seca aie dare ena 11.99 8.13 5.5 3.6 
NR toh ois d ly ciao ones Daw ewes 6.03 8.07 2.8 3.6 
RN NE 525 6 05 ko ho eosin Saas 2.04 2.05 0.9 0.9 
RN a oi coo sG eae Mae we oa + — 3.77 — 1.7 
NE NN 55290 5: va cece sew 0S a lols ewe 178.53 169.22 82.3 75.5 
Charges and miscellaneous................... 23.44 32.31 10.8 14.4 
Intergovernmental revenue from 
Federal @OVGImMONE. .... 0.5. eves veces 15.08 22.57 6.9 10.1 
Total general TEOVONUG. 66.06.66 osc cae sec esens $217.05 $224.11 100.0 100.0 








Source: U. 8. Bureau or THE Census, 3 1957 Census oF GOVERNMENTS No. 5 AT 
Pp. 35-36 (1959). 


the system. Since other articles in this symposium are devoted to individual 
taxes, the discussion of state taxes in this section and of Jocal taxes in the 
following section is confined to some of the more important aspects of 
each tax. A limited amount of comparative and historical material is 
provided to place each tax more fully in context.” 

The General Sales and Use Tax. Retail sales taxes came into widespread 
use in the United States in the early 1930’s. For constitutional reasons, the 
Illinois tax, enacted in 1933, was not enacted as a tax upon the sale of 
merchandise, but as an occupation tax levied on the retailer. Under this 
legislation the retailer had no legal right to collect the occupation tax, as 
a tax, from the purchaser but it was customary for retailers to collect an 
amount equal to the tax in addition to the quoted price. 

In 1935 Washington and California levied compensating use taxes. 
These taxes were designed to prevent avoidance of the sales tax on pur- 
chases made outside the state. They applied to the use of tangible personal 
property within the state but exempted all goods on which the sales tax 


25 Much of the material in this section is drawn from the author’s study, FisHer, 
FINANCING ILLINOIS GOVERNMENT c. III (1960). Details of sources of statistical data, 
statistical methods, and definitions will be found in that publication. The principal 
sources of data which became available after publication of Financing Illinois Govern- 
ment are indicated in source notes and footnotes in this section. 
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had been paid. The Washington use tax was upheld by the United States 
Supreme Court in 1937.26 Within the next few years, most states using 
sales taxes adopted use taxes. In Illinois, partly because of widespread 
doubts about the constitutionality of a use tax, no general use tax was 
enacted until 1955. In that year the cigarette use tax, enacted in 1951 and 
upheld in 1952,27 became the pattern for a general use tax. In November 
1956 the Illinois Supreme Court declared the general use tax to be unconsti- 
tutional, but later, on rehearing, reversed itself and sustained the tax.?8 
Unlike the retailers’ occupation tax, the use tax is levied upon the 
purchaser. In most cases it is collected by the seller and in others it is paid 
directly to the Department of Revenue. In order to satisfy the uniformity 
provision of the constitution, it applies to all purchases in Illinois as well 
as to out-of-state purchases of property to be used in Illinois. An offsetting 
provision allows the retailer to keep the use tax to the extent that he is 
liable for the occupation tax on the same transaction. The actual effect 
is to tax the out-of-state purchase of property for use in Illinois to the 
same extent as if the purchase were made within the state. Legally, the 
use tax legislation resulted in a basic alteration in the relationship of the 
retailer and the customer.?® For the first time, the retailer had a legal 
obligation to collect the tax from the customer and. to quote the tax 
separately from the price of the item. The state now prescribes a bracket 
schedule which retailers are required to post. Under the old law the state 
carefully refrained from prescribing a bracket schedule. 
The rate of the state sales tax has varied from time to time, as follows: 

July 1, 1933—June 30, 1935 2.0 per cent 

July 1, 1935—June 30, 1941 3.0 per cent 

July 1, 1941—June 30, 1955 2.0 per cent ® 

July 1, 1955—June 30, 1959 2.5 per cent 

July 1, 1959—June 30,1961 3.0 per cent * 

July 1, 1961— 3.5 per cent 
At the present time, most sales within the state are taxed at a total rate 
of 4.0 per cent since the municipal sales tax of 0.5 per cent is imposed by 
most municipalities. Over one-half the counties impose a similar tax on 
sales which occur in unincorporated areas. 


26 Henneford v. Silas Mason Co., 300 U.S. 577, 57 Sup. Ct. 524 (1937). 

27 Johnson v. Halpin, 413 Ill. 257, 108 N.E.2d 429 (1952). 

28 Turner v. Wright, 11 Ill. 2d 161, 142 N.E.2d 84 (1957). 

29 This point is developed in more detail in Due, The Unique Illinois Use Tax, 
12 Nat’: Tax J. 260 (1959). 

80 During the 1942-1955 period, the rate was technically 2 % of 98 % of gross 
receipts. Since the tax was legally imposed upon the retailer, any additional sum added 
because of the tax was considered as part of gross receipts and was taxable. The 
actual rate upon the true sales price was therefore 1.9992 %, computed as follows: 
1.02 x .98 x .02 = 1.9992. Since July 1, 1955, the definition of gross receipts used in 
administering the tax excludes the use tax collected by the retailer. 

31 Since July 1, 1959, a 2 % collection fee is retained by retailers, 
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The yield of a tax depends upon the size of the base as well as upon 
the tax rate which is applied. Although existing state sales taxes have a 
number of common characteristics, they differ widely in the way the 
tax base is defined and the exemptions which are granted. Many states 
have exempted certain items, such as food and medicine, on social welfare 
grounds. The uniformity provision of the Illinois constitution is generally 
believed to prevent exemptions of this type, but the peculiar legal charac- 
teristics of the Illinois tax have resulted in the exemption of many trans- 
actions which are taxable in other states. 

The Illinois tax is imposed upon the sale or use of tangible personal 
property for use or consumption. The principal problems involved in 
defining the tax base have involved the definition of “tangible personal 
property” and “use or consumption.” In a long series of decisions, the 
courts undertook to determine whether a given sale is the sale of tangible 
personal property at retail or whether it is the sale of services with the 
transfer of tangible personal property being incidental.*? These decisions, 
combined with the natural tendency of buyers and sellers to shape trans- 
actions with one eye on the resulting tax liability, resulted in some rather 
surprising exclusions from the tax base. The following examples indicate 
the nature of the regulations which were in effect prior to June 1961: *8 

(1) Sales of newspapers, magazines, books, sheet music, phonograph 
records, and similar items were excluded from the tax base on the grounds 
that the purchaser buys the services of the writer, composer, or musician. 
Similar reasoning was applied to the sale of graphic art products, photo- 
graphs, tags, bookkeeping forms, sales tickets, order blanks, and similar 
items which are imprinted or made to special order in such a way as to 
have value only to the purchaser. 

(2) Sales of machinery and tools made to special order and having 
value only to the purchaser were excluded from the tax base on the 
grounds that the purchaser pays primarily for the services of the designer 
or draftsman rather than for tangible personal property. 

(3) Receipts from the sale of custom tailored clothing were con- 
sidered to be receipts from the sale of a service and were not included 
in the tax base. 

(4) Sales of portiers, drapes, curtains, Venetian blinds, window shades, 
screen and storm doors, and windows, floor coverings, tents, awnings, signs, 
and similar items made to order and having no value other than salvage 
value to anyone but the purchaser were not part of the tax base. The 
sale was considered to be a sale of services. 


32 MALONE, THE SALEs Tax; REPORT OF THE REVENUE LAws COMMISSION OF THE 
StaTE oF ILLinois 265 (1949). 

33 [bid.; Illinois Department of Revenue, Rules and Regulations Relating to the 
Retailers’ Occupation Tax Act. 
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(5) Sales of monuments and gravemarkers were not considered to be 
sales of tangible personal property when such services as inscribing were 
rendered. 

(6) No sale of tangible personal property was considered to have 
occurred when property is furnished by physicians, dentists, and optome- 
trists in connection with professional services. If no professional services 
were rendered, the sale of medicines, glasses, or dental supplies by such 
persons was taxable. 

(7) The application of insecticides and weed killers was considered 
to be a service, and no tax was collected on the value of the materials used. 


Illinois, like most other sales tax states, adopted the ingredient or com- 
ponent part rule in defining retail sales to manufacturers or producers. 
This rule states that tangible personal property which becomes an ingredient 
or component part of other tangible personal property being produced for 
sale is considered to be for resale and not for use or consumption. On the 
other hand, property which is used in the production process but which 
does not become part of the product, such as tools and machinery, is 
considered to be used or consumed by the producer and its sale is taxable. 

Illinois decisions relating to the definition of “use and consumption” 
held that a contractor was not using or consuming material within the 
meaning of the law when he used it in fabricating a structure for the 
property owner. On the other hand, the sale of materials to a contractor 
or a speculative builder, building a house for later resale, was held taxable 
on the grounds that the material would be used or consumed by the 
contractor or builder. 

American sales tax practice, illogical as it may be, largely excludes 
services from taxation. In Illinois the most startling departure from both 
logic and general practice occurred when the definition of “services” was 
combined with the definition of “use or consumption.” Not only was 
the tailor-made suit sold free of taxation, but the cloth sold to the tailor 
was also tax free. Before 1961 the “last sale” concept which is in wide 
use in other states and which would recoup some of the losses resulting 
from the broad definition of services was totally lacking in Illinois sales 
tax law. 

In recent months there has been a significant change in the sales and 
use tax base in Illinois. In June 1961 the Illinois Supreme Court in G. S. 
Lyon & Sons Lumber & Mfg. Co. v. Department of Revenue ** ruled that 
sales of building materials to contractors are taxable whether the materials 
are to be used in building a house for later resale or whether they are used 
for building a structure on land owned by someone else. 

Significant changes in the sales tax base also occurred as a result of 


34TIl, Sup. Ct. No. 36298, June 14, 1961. 
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several sales tax broadening bills passed by the 1961 legislature. The re- 
tailers’ occupation tax base was broadened to include custom made items 
such as clothing, drapes, carpeting, monuments, eyeglasses, and other special 
order items which serve substantially the same function as standard items. 
Exemption of special job printing, and of special tools, dies, patterns, and 
machinery was continued. Sales of magazines, books, phonograph records, 
and similar items were made subject to the retailers’ occupation tax. News- 
papers and news magazines continue to be exempt. Lease or rental of 
tangible personal property was made subject to tax.*5 

The 1961 legislature also passed the Service Occupation Tax Act *¢ 
and the complementary Service Use Tax** which imposes a 3 per cent 
tax upon purchases by servicemen of tangible personal property which is 
to be retransferred to customers incident to the sale of services. The legal 
incidence of the service occupation tax is upon the serviceman rather than 
upon the seller of the tangible personal property. A 3 per cent tax was 
also imposed upon the leasing or renting of hotel and motel rooms.®* 

In November 1961 a special session of the legislature raised the service 
occupation and service use tax rates to 3% per cent, ending the confusion 
which had been created by the existence of different rates under the service 
occupation tax and the retailers’ occupation tax.°® 

Prior to the recent United States & Olin Mathieson Chem. Corp. v. 
Department of Revenue *® decision, Illinois was one of four states which 
taxed sales to the federal government. Such taxation was based upon the 
fact that the legal incidence of the retailers’ occupation tax is upon the 
seller rather than the buyer. In the Olin Mathieson decision, however, the 
court held that exempting sales made to the state and its agencies without 
exempting sales to the federal government constitutes unreasonable classifi- 
cation and is therefore unconstitutional. A few weeks after the Mathieson 
decision the Illinois Supreme Court held that exemption of sales to the 
state and its subdivisions is unconstitutional because sales to the federal 
government are not exempt.*! As a result, sales to state agencies are now 
taxable. Presumably, this opens the way for the state to again tax sales 
to the federal government but the Department of Revenue has announced 
that no attempt to tax such sales will be made as long as the injunction in 
the Olin Mathieson case remains in effect.‘ 


35 Grate oF ILLINoIs, DEPARTMENT OF REVENUE, BULLETIN, July 10, 1961. 

86 S.B. 558, 72d Gen. Assembly (July 10, 1961). 

87S.B. 559, 72d Gen. Assembly (July 10, 1961). 

38 HB. 1071, 72d Gen. Assembly (July 6, 1961). 

89 17.B. 15, H.B. 16, 1st Spec. Sess., 72d Gen. Assembly (1961). 

40 United States v. Department of Revenue, 191 F. Supp. 723 (N.D. Ill. 1961). 
41 People ex rel. Holland Coal Co. v. Isaacs, 22 Ill. 2d 477, 22 N.E.2d 889 (1961). 
42 State oF ILLINOIS, DEPARTMENT OF REVENUE, BULLETIN, July 10, 1961. 
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The exact effects of the recent changes in the tax base will probably 
not be known until more detailed rules have been formulated, test cases 
decided, and statistics collected, but they appear to represent a significant 
broadening of the tax base. 

Appraisal of the Illinois Sales Tax. State sales taxes have been attacked 
most strongly on the grounds that they are vertically inequitable. Low 
income families spend a much higher proportion of their income on items 
taxable under a retail sales tax than do upper and middle income persons, 
making the tax regressive. Prior to the recent broadening of the base, the 
Illinois sales tax was probably even more regressive than are sales taxes 
of most other states. 

It is possible that an equally strong case can be made against the 
sales tax on the grounds that it fails to produce horizontal equity. In a 
society growing more affluent, people have increasing freedom to choose 
whether to spend their income for tangible personal property of the type 
which is subject to the sales tax or for a wide variety of services which 
are not taxable. There is no justification for taxing those who choose 
tangible property and exempting those who choose services. The broaden- 
ing bills, if upheld, will partly eliminate the even more absurd situation 
where sales of virtually identical goods are taxable when the goods are 
“ready-made” and exempt when the goods are “custom-made.” 

The income elasticity of the Illinois sales tax in recent years has been 
.76, indicating that a 10 per cent rise in state personal income has been 
accompanied by only a 7.6 per cent rise in tax collections.** Obviously, 
then, the sales tax does not meet the criterion of adequacy as defined 
earlier. Given the present Illinois constitutional situation, however, the 
sales tax has an important advantage in that its constitutionality is well 
established. As a result, increases in the sales tax rate have been important 
sources of added state tax revenue in recent years. 

The sales tax has been by far the most important source of state tax 
revenue during the entire period since 1942. State sales tax collections, 
exclusive of use tax collections and the municipal sales tax administration 
fee, are shown in Table VIII. A breakdown of collections including these 
items is provided in the following tabulation: *4 


43 Fisher, FINANCING ILLINOIS GOVERNMENT 147 (1960). 

44U.S. Bureau of the Census procedure calls for including all of these items in 
sales and use tax collection figures. However, the municipal sales tax administration 
fee was inadvertently omitted from the 1956, 1957, and preliminary 1958 data. 

The tabulation is based upon Illinois Department of Revenue data for 1956-1958 
and U.S. Census data for 1959-1960. Illinois Department of Finance data upon which 
Bureau of the Census sales tax data are based, differ substantially with respect to 1957 
and 1958 use tax revenue because certain of the funds collected by the Department of 
Revenue were held in escrow pending court decisions as to the legality of the use tax. 
Department of Revenue figures thus provide a better picture of the tax yield, although 
a large part of fiscal 1957 use tax collections was not cleared into the state treasury 
until fiscal 1958. 
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Municipal 
Sales Use Sales Tax 
Year Taz Tax Administration Total 


(in thousands) 


1956 $267 , 326 $10,170 $2,110 $279 ,606 
1957 282,767 12,415 3,019 298 , 201 
1958 287 ,060 22,563 3,093 312,716 
1959 291 ,278 14,116 2,879 308 ,273 
1960 349 640 22 ,602 2,707 374,949 


Ease of administration and low compliance costs have long been held 
to be principal advantages of state sales taxes. Fewer and simpler returns 
must be filed than in the case of some other taxes such as the personal 
income tax. On the other hand, the sales tax is not self-enforcing. Unless 
a sizeable number of annual audits are made, significant amounts of revenue 
are lost. It is also likely that enforcement difficulties rise as rates rise. 

Those who make decisions concerning the location of industrial plants 
are generally less opposed to sales taxes than to corporate or personal 
income taxes. The sales tax must, therefore, be rated favorably in terms 
of its effect on industrial location. As the rate of the Illinois sales 
tax rises, however, increasing concern is being shown by retail merchants 
as to the effect of the tax upon retail businesses. A large proportion of 
Illinois population lives near states which levy no sales tax or which levy 
substantially lower rates. As the Illinois rate has risen, the competition of 
merchants in those states has placed increasing pressure upon Illinois 
retailers. 

State Taxation of Public Utility Services. Early attempts to tax public 
utility services under the retailers’ occupation tax statute were thwarted by 
the Illinois Supreme Court, but a 1937 act taxing such services was 
sustained.*® 

Although the rate of the public utility services tax has remained at 3 
per cent while the rate of the general sales tax has varied, the two taxes 
can, for many purposes, be considered together. Both taxes are consump- 
tion taxes resting largely upon consumers. Rates and administrative pro- 
cedures are similar. In many states public utility services are taxed under 
the general sales tax statutes, and collections from this source are reported 
as sales tax revenue. 

Also included as public utility sales tax revenues are receipts from the 
Illinois Central Railroad tax. This tax is unusual—perhaps unique—among 
state taxes in the United States. It results from an 1851 act providing for 
the construction of the Illinois Central Railroad and granting certain lands 
to the railroad company. This act provided for a gross receipts tax and 
exempted the charter lines of the railroad from other forms of taxation. 


45 Winning, The Revenue System of Illinois, Itt. ANN. Stat. c. 120, at 57-58 
(Smith-Hurd 1954). 
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TaBLeE VIII 


Inutnots State Sates Tax Couuections, 1942-1960 
(Use Tax Not Included) 











Collections per 
; ; 1 per cent of 
Fiscal Total Per Capita rate per $1,000 of 
Year Collections Collections Personal Income 
(in thousands) 

ROI. oS a cetietheties qie-eiste $ 85,589 $10.71 $5.52 
MM eh, core hats oe 89 ,932 11.58 4.39 
PEM hots a Sroltaee- owe We wcegs 107 ,378 14.11 4.54 
INE icte tie koran siort a eee 142 ,514 17.46 5.46 
as crererarelese's obese oie 159 ,528 19.12 5.48 
WMO ootean Wek ateeratets wre 172,817 20.21 5.78 
LC ne een 166,951 19.26 5.45 
|! ER ere cence Aree 187 ,556 21.43 5.56 
| Ca ere ene 191 ,934 21.92 5.28 
| rere eee 205 ,475 23.06 5.37 
Me gh oe car trekaree Oats as 208 ,557 23.17 5.29 
MEME Se cc oo cig tae 205 ,532 22.44 5.05 
LO CE Cee cerns 267 ,326 28.69 4.91 
WE eccrine vie cece wees 282 , 767 29.82 4,90 
WT ocbcde eee esas 287 ,060 29.78 4.90 
ON ack Otis omnes 291 ,278 29.13 4.66 
ORs Ss anaienk es 349 ,640 34.26 4.47 





* See footnote 44. 


Source: FisHEeR, Financina ILLINoIs GOVERNMENT 71 (1960); U. S. BurEAU OF THE 
Census, Detar or State Tax CoLiectTions IN 1960 (NovEMBER, 1960). 


The courts have held that this constitutes a contract between the state 
and the railroad company which cannot be changed without the consent 
of both parties.*® The result is that the Illinois Central continues to pay 
a gross receipts tax of seven per cent of its charter line revenue and is 
exempt from all other state and local taxes on these lines. 

Revenue from the two forms of public utility sales taxes totaled 
$48,570,000 or $4.38 per capita in 1960. Of this sum $44,652,000 came from 
general utility sales and $3,918,000 from the Illinois Central Tax.*? 

The Motor Fuel Tax. The largest revenue producer among the Illinois 
selective sales taxes is the tax on motor fuel. A similar tax is levied by all 
states and the revenue is usually earmarked for the construction and 
maintenance of highways. 

The Illinois Motor Fuel Tax Act, passed in 1929, imposed a tax upon 
the privilege of operating motor vehicles at the rate of three cents per 
gallon upon all fuel used in motor vehicles upon public highways. The 


46 Neustadt v. Illinois C.R.R., 31 Ill. 484 (1863); Illinois C.R.R. v. Emmerson, 
299 Ill. 328, 132 N.E. 471 (1921). 

47U,.S. Bureau or THE CENsus, Detaits or StaTE Tax COoLlecTIONS IN 1960, at 
9 (November 8, 1960). 
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rate was increased to four cents in 1951 and to five cents per gallon on 
January 1, 1953. 

The tax is collected from motor fuel distributors who file monthly 
returns with the Department of Revenue. The distributors are allowed 
an amount up to 2 per cent of the amount collected as reimbursement for 
the cost of collection. Since the tax is upon the privilege of using the 
highways, provisions are made to refund amounts paid on motor fuel which 
is used off the highway. 

The motor fuel tax yielded $43 million or $5.43 per capita in 1942. 
By 1960 the yield had increased to $142 million or $13.90 per capita.*® 
As indicated in Table IX, collections declined during the war and immediate 
postwar years because of the driving restrictions and shortages of those 
years. 

State gasoline tax rates in other states range from three to seven cents 
per gallon, with six cents being the most common rate. The rates as of 
January 1, 1961, were: *® 


Rate Number 
(per gallon) of States 
3.0 1 
5.0 10 
5.5 1 
6.0 17 
6.5 5 
7.0 16 

50 


Several states tax diesel fuel at a rate higher than the rate on gasoline, and 
one state does not tax diesel fuel but imposes higher license fees on vehicles 
using diesel. The other states, including Illinois, impose the same rate on 
diesel and other special fuels as upon gasoline. 

The Illinois motor fuel tax, like that of the other states, is one tax 
in a system of highway user taxes designed to raise revenue for highway 
purposes from those who use the highways. The revenues collected from 
fuel taxes are in very rough proportion to the use of the highways. Un- 
fortunately, however, as motor vehicle weights increase the additional 
highway cost rises more rapidly than does fuel consumption. Since it is 
impractical to tax motor fuel used in different sized vehicles at different 
rates, graduated registration fees and various forms of weight-distance or 
ton-mile taxes have been used by the states in an attempt to apportion the 
proper share of highway cost to heavy vehicles. 

One serious, avoidable weakness in the motor fuel tax in Illinois results 
from the fact that diesel fuel is taxed at the same rate as gasoline. Since 


48 These U.S. Bureau of the Census data are on net of refunds. The usual Illinois 
official reports are on a gross basis. 


*° Tax Administrators News, vol. 25, p. 1, Jan. 1961. 
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TaBLe IX 
Inurno1is Motor Fuset Tax Couiections, 1942-1960 








Collections Per One — of Tax 





er $1,000 Per 
Fiscal Total Per of Personal Registered 
Year Collections Total Capita Income Vehicle 

(in thousands) (in thousands) 

1942 $ 43,418 $14,473 $1.81 $1.87 $7.02 
1944 29 , 835 9,945 1.28 .97 5.48 
1946 37 ,305 12,435 1.63 1.05 an 
1947 45,159 15,053 1.84 1.15 8.05 
1948 48 ,821 16 ,274 1.95 1.12 7.95 
1949 51,280 17 ,093 2.00 1.13 7.69 
1950 56 ,339 18,780 2.17 1.23 7.78 
1951 61,602 20 ,534 2.35 1.22 7.75 
1952 82 435 21,047 2.40 1.16 7.54 
1953 97 ,217 21 ,604 2.42 1.13 7.59 
1954 116,288 23 , 258 2.58 1.18 7.86 
1955 117 ,306 23 ,461 2.56 1.15 7.60 
1956 128,152 25 ,630 2.75 1.18 7.84 
1957 129,441 25 , 888 2.73 1.12 7.59 
1958 138 ,424 27 ,685 2.87 1.18 7.76 
1959 134,158 27 ,632 2.76 | eo) 7.58 
1960 141 ,865 28 ,373 2.78 1.08 . 





®* Not available. 


Source: FisHER, Financina ILLINo1is GOVERNMENT 74 (1960); U. S. BuREAU OF THE 
Census, Detar or State Tax CouLections IN 1960 (NovEMBER 1960). 


diesel trucks consume substantially less than gasoline trucks of equal weight, 
the diesel truck pays substantially less in road-user taxes for the same 
service.5° 

Taxation of Alcoholic Beverage Sales. Tobacco and liquor have long 
been favorite targets of special excise taxation at both the state and federal 
levels. The high rates on liquor are rationalized on the grounds that they 
reduce consumption and provide funds to pay the heavy social costs of 
the liquor industry. The remarkable revenue-raising ability of this form of 
taxation also does much to explain its popularity. Few other industries could 
flourish under a combined federal and state tax load which is several times 
the cost of production of the product. Increases in the tax rate usually result 
in only a slight decline in sales.®? 


50The recently completed Federal Highway Cost Allocation Study indicates 
that the greater efficiency of diesel fuel ranges from 39 % in the case of vehicles of 
25,000 pounds gross weight to 66 % in the case of vehicles of 85,000 pounds. H.R. 
Doc. No. 54, 87th Cong., 1st Sess. 204 (1961). 

51 The low elasticity of demand for alcoholic beverages greatly reduces the sumptu- 
ary effects of taxation. A tax which succeeds in greatly reducing consumption would 
yield little revenue. It should also be noted that, to the extent that purchases over 
state lines are possible, the elasticity of demand for alcoholic beverages purchased 
within a state may be considerably higher than the elasticity of total demand. 
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TABLE X 
Inuinors ALCOHOLIC BEVERAGE Tax CoLLEcTIONS, 1942-1960 
Fiscal Total Per Capita 
Year Collections Collections 





(in thousands) 


LT 2 RES Brae ee ear aen gre ea RN reer aa $23 ,574 $2.95 
RN crn cth 1s tase coc.s wipe Sap pansies fares Share sieminiarapNceNs 19 ,505 2.51 
Br re ec ee eee 26 , 197 3.44 
MN sch Gabe seis ss G slots ous divas are Se SING ae IA 23 ,683 2.90 
WARMER Sofa 65-5 hte rk pictoves alow he @ Mare ssipubinre Meigtane iousia stateters 23 , 122 2.77 
BONN 5 Foss Al a seats Geo bd eS ORI oe are aI 22,193 2.59 
BMD os islets 2 %0.e)s secs eo We SO AE int aE 22 ,966 2.65 
Sa e oeey er  e eeee 25 ,915 2.96 
Pore ti so ace che hue nes woman Nae tie Mele 22 ,098 2.52 
PONG 5a sc sh g's ogre om ao eR OES wee 24 ,340 2.73 
BENDA 5% slvr oat Anes wma Ae Cote emi eee eens 24 ,461 2.72 
BN ORG ss 5:is who oo Wei Memiernat ses Bie teste at tate 23 , 362 2.55 
ES ne sa, ene eee kemt. Aen on 26 , 262 2.82 
| |) SERRA cure ean Rene tara ar ne nee crea er 25 ,653 2.71 
DRM oro teak tx, gies oie ae meecs ewig ioae Rees MENTE pe ates 25 , 137 2.61 
DAR a ond 5-aelsicis slap DS cnle Oh oe eee REIS ROE 26 ,558 2.66 
Lees ee eee tree arene 31 ,623 3.10 





Source: FisHer, Frnancina ILLinois GOVERNMENT 76 (1960); U. S. BurEAU OF THE 
Census, Detain or State Tax COLLECTIONS IN 1960 (NOVEMBER 8, 1960). 


Taxes on alcoholic beverage sales are commonly graduated according 
to alcoholic content and type of beverage and are levied on a gallonage 
rather than on an ad valorem basis. In Illinois the following rate schedule 
is in effect: 


Alcohol and spirits................ $1.52 
oe Pe ee re ea ee : 

Wine—14% or less............... -23 
Wine—over 14%................. .60 


These rates became effective in calendar year 1959 and represent a 50 per 
cent increase in the rates which, except for a two-cent increase in alcohol 
and spirits in 1957, had been unchanged since 1942. 

As indicated in Table X gallonage taxes produced $26.5 million or 
$2.66 per capita in fiscal year 1959. In fiscal year 1960 collections rose to 
$31.6 million or $3.10 per capita as a result of the increase in rates. Since 
1942 collections from taxes on the sale of alcoholic beverages have increased 
far less than have collections from other major revenue sources in Illinois. 
The increase in total revenue from 1942 to 1959 was only 12.6 per cent. 
On a per capita basis, revenue actually declined by 9.8 per cent in the 
same period. The fifty per cent rate increase effective during fiscal year 
1960 will substantially change the picture but the full effect of this increase 
cannot be determined until the fiscal 1961 figures become available. 

It is difficult to compare alcoholic beverage tax rates in the various 
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states because of the wide variety of tax and control measures used. In 
the sixteen states which operate state liquor stores, profits from these stores 
supplement or replace taxes as a source of revenue. In license states there 
is a wide variation in the way rates are graduated. In some states brandy, 
vermouth, sparkling wines, or other specific beverages are taxed at different 
rates from general liquors or wines. Some states also provide different 
rates for malt beverages depending upon the alcoholic content. It is possi- 
ble, however, to tabulate the rates which selected beverages would pay 
in other non-monopoly states and get a fairly good idea of the level of 
Illinois rates.5? In general, it can be said that Illinois rates are near those 
of the median state. The principal exception is that only six states have a 
higher tax on wines containing over 14 per cent alcohol than does Illinois. 

The Cigarette Tax. The cigarette tax was first adopted in Illinois in 
1942. The original rate was two cents per pack. In 1946 an additional 
one cent per pack was adopted with the proceeds going to service the 
debt created to pay a bonus to Illinois Veterans of World War II. The 
1959 legislature voted a temporary one cent per pack increase to finance 
a bonus for combat veterans of the Korean War. This levy was dropped 
in June 1960 but was reimposed for a few months in 1961 to provide 
additional funds needed to complete payment of the bonus. Upon its ex- 
piration on June 30, 1961 it was replaced by another tax at the same rate, 
thus keeping the total rate at 4 cents per pack. 

Collection data are presented in Table XI. The 1960 collections of 
$49,320,000 were almost four times 1942 collections. 

Insurance Premium Taxation. All forty-eight continental states impose 
taxes upon the gross premiums of insurance companies. This form of 
taxation has developed primarily because the taxation of the insurance 
business in any other way presents a number of special problems. Tangible 
property typically makes up a small portion of an insurance company’s 
assets. Thus, in most states, insurance companies pay little property tax.5% 
Because net income is a questionable concept for mutual companies and 
is difficult to determine for stock insurance companies, especially for life 
insurance companies whose contracts extend for long periods of time, it 
is difficult to tax the income of insurance companies. 

State taxation of insurance companies has also been complicated by 
constitutional considerations. The United States Supreme Court at one 
time held that insurance is not commerce * thus removing the insurance 
business from the protection of the interstate commerce clause and per- 


52 FisHER, FINANCING ILLINOIS GOVERNMENT 76-77 (1960). 

53 Illinois statutes provide that the gross receipts of agencies of foreign fire insur- 
ance companies be reported and taxed as personal property. In practice, the amounts 
assessed under this provision are small. 

54New York Life Ins. Co. v. Deer Lodge County, 231 U.S. 495, 34 Sup. Cr. 167 
(1913). 
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TaBLE XI 
ILLINOIS CIGARETTE Tax CoLLEcTIoNsS, 1942-1960 











Collections Per One Cent of Tax 





Fiscal Total 
Year Collections Total Per Capita 
(in thousands) (in thousands) 
BBE Sioa, ote Mae eaters $12,448 $ 6,224 $ .78 
1 US eace sr eee reesei 13,712 6,856 .88 
MB sw ahead ony nie eye arose 15 ,367 7; 1.01 
PRT sick ciesto dul ceewwantsis 20,913 8,365 1.02 
| ERP eirerere ree ese S 27 343 9,114 1.09 
ise eilias Sp ntencates Gees 28 ,661 9 554 1.12 
So Sine nde eae ee RE 28 ,328 9 443 1.09 
BER odes oasis wee aes pace 27 ,828 9,276 1.06 
OMNI oi cigs a 0,4 sip era maraale 28 ,919 9 ,640 1.10 
“| SORE eee ser 30 ,867 10,289 1.15 
Oo hs ee mln Wiebe ee 31,777 10,592 1.18 
BB Ss Soke pcah aul Pardes 30,261 10 ,087 1.10 
NN ese a aetote Ace oars olen 32 ,904 10,968 1.18 
PING? Fh, toms Rosen Moi eal get 33 , 437 11,146 1.18 
SN tion. i beta ee ce SS 36 ,727 12 ,242 1.27 
RN Nea RN wi cid bietwmraeceraats 37,477 12,492 1.25 
Sees: 49 ,320 “ 





* Not computed. 
Source: FisHer, Financina ILLiInoIs GOVERNMENT 79 (1960). U.S. BuREAU OF THE 
Census, Detain or State Tax Co.uiections In 1960 (NOVEMBER 8, 1960). 


mitting states to discriminate against foreign companies. This discrimination 
has been greatly reduced in recent years through reciprocal and retaliatory 
provisions in insurance tax laws, although a number of states, including 
Illinois, continue to exempt domestic companies from the tax. A 1943 
decision of the United States Supreme Court holding insurance to be com- 
merce may have been a factor in reducing discrimination, although this 
case did not deal with taxation. 

A tax of two per cent is levied on the gross premiums of the Illinois 
business of foreign insurance companies, except fraternal benefit societies, 
authorized to do business in Illinois. A retaliatory provision allows higher 
rates On companies incorporated in states which levy higher rates on 
Illinois companies. A complementary tax, known as the surplus line agent 
tax, applies to business written by agents or brokers in companies not 
authorized to do business in Illinois. 

An additional tax, not to exceed 0.5 per cent, is levied by the Depart- 
ment of Insurance upon the premiums of all foreign and domestic fire 
insurance companies for the purpose of maintaining the state fire marshal’s 
office. 


55 United States v. South-Eastern Underwriters Ass’n, 322 U.S. 533, 64 Sup. Ct. 
1162 (1944). 
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In 1960 the tax on premiums of foreign companies yielded $25.7 
million. The surplus line agents tax produced $238 thousand and fire 
marshal tax revenue was $686 thousand. The total of $26.6 million com- 
pares with less than $8 million in 1942. 

Other Sales and Gross Receipts Taxes. Illinois imposes a tax of six 
per cent plus one-half the breaks upon pari-mutuel betting at horse races. 
On harness race betting the rate is 5¥% per cent. These taxes produced 
$16.9 million in 1960. A 20 cent per ticket tax on racing admissions 
produced almost $.5 million additional. A 10 per cent tax on gross admis- 
sions to boxing and wrestling exhibitions produces a small amount of tax 
revenue. 

Motor Vehicle Fees. Passenger car registration fees range from $6.50 
to $22.00 per car depending upon the actual horsepower. Trucks and 
buses are taxed according to weight and number of wheels, with the 
fees ranging from $5.00 to $1,134. Operators of trucks and buses may 
elect to pay a mileage-weight tax in lieu of the annual license fee. The 
minimum mileage-weight tax ranges from $2.50 to $567, with an additional 
fee being charged for each mile driven in excess of the amount permitted 
by the minimum fee. Small fees are also levied for such services as the 
issuance of duplicate plates and registration of vehicles owned by state 
and local governments. 

The schedule of registration fees for passenger cars has not been 
changed since 1919, but average fees have risen as the horsepower of 
passenger automobiles has increased. The rates charged trucks and buses 
were increased rather markedly by the 1951 legislature. Litigation held 
up collections from the new schedule but the increase was fully effective 
by 1953. 


TaBLe XII 


REGISTRATION Fees Parp By SELECTED TYPES OF 
Moror VEHICLES, JANUARY 1, 1960 











United States 
Vehicle Type and Registered Gross Weight Illinois Average 
Small (imported) passenger car.................. $ 6.50 $ 10.29 
Medium passenger car............-.0 2. eee e eee 17.00 14.62 
HeAVYy PASSCDGOF CAF... cscs cecenecces 22.00 20.25 
Pick-up truck, 5,000 Ibs...................0-000- 20.00 19.22 
Stake truck, 15,000 Ibs... . 2.2.0.2... cece cee eene 106.00 62.76 
Single unit van, 19,000 Ibs...................... 159.00 92.68 
Three-axle dump truck, 40,000 Ibs............... 640.00 263 .32 
Three-axle combination, 40,000 Ibs............... 640.00 251.02 
Four-axle combination, 55,000 Ibs................ 894.00 368.70 
Four-axle combination (diesel), 55,000 Ibs......... 894.00 382.91 
Five-axle combination, 62,000 Ibs................ 1,139.00 441.48 
Five-axle combination, 72,000 Ibs................ 1,139.00 523.32 
Five-axle combination and full trailer, 76,000 lbs... | Prohibited 272.66 





Source: U. S. Bureau or Pustic Roaps, Road User and Property Taxes on Selected 
Motor Vehicles, 1960 (1960). 
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Because of the many different bases upon which rates are computed, 
it is not possible to make direct comparisons of rates in the various states. 
It is possible, however, to compute the rates which would be paid on 
selected vehicles of specified weights, horsepower, and other characteristics. 
The results of such a study completed recently by the United States Bureau 
of Public Roads are summarized in Table XII. 

For all trucks of 40,000 pounds and over for which data were computed, 
Illinois fees are generally the highest of any state. The only exception is 
that certain weights of diesel-powered vehicles are taxed higher in one 
state which imposes an extra fee on diesel trucks in lieu of higher rates 
on diesel fuel. 

The equity of motor vehicle taxes is generally appraised on the basis 
of the extent to which the tax pays for the cost of providing highway 
services. The soundest method of making such an appraisal involves use 
of the incremental method of assigning costs. This method assigns each 
class of vehicles a share in the cost of the basic highway plus all of the 
“extra” cost occasioned by the particular class. 

The incremental cost studies which have been conducted generally 
show that heavy vehicles are paying less than their proper share of high- 
way costs." In view of the much above average license fees levied on 
heavy vehicles in Illinois, however, it is probably not wise to speculate as 
to whether this is true in this state.57 

In 1960 revenues from motor vehicle and operators license fees were 
as follows: 


Motor vehicles: 


EE REO E TE ERR EL eee $ 97,460 ,000 
Common or contract carriers...............2.0005 939 ,000 
Certificates of title and other..................... 1,858 ,000 

Motor vehicle operators: 
RON oo cigitre Onc veh sor oie gate kay cea & 3,643 ,000 
REAR: <5 bocce sok eta wien batons mask ura. 954 ,000 
fe i eee aN cree eee Sat eee $104 ,854 ,000 


Revenue from these sources has increased from $27,443,000 in 1942. 
Inheritance Taxation. Three types of wealth transfer taxes are in use 
in the United States. The inheritance tax is imposed upon the privilege 
of succession to property and is levied on the share of the estate left to 
a particular beneficiary. Exemptions and rates depend upon the relation- 
ship of the heir to the decedent. The basic death tax imposed by most 
states takes this form. The estate tax is imposed upon the privilege of 
transferring property at death and is levied upon the net value of the 


56 Final Report of the Highway Cost Allocation Study, H.R. Doc. No. 54, 87th 
Cong., Ist Sess. 17, 157-63 (1961). 

57 In making such an appraisal it is necessary to consider motor fuel taxes, registra- 
tion fees, and various kinds of mileage or weight-distance taxes. 
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estate without regard to the number of heirs or their relationship to the 
decedent. For the federal government and a few states, the estate tax 
is the basic form of death taxation. In addition, many states use a supple- 
mental estate tax as a means of insuring that the full federal credit is 
absorbed. The gift tax is imposed upon gifts between living persons as 
a means of checking avoidance of inheritance and estate taxes.* 

Illinois has imposed an inheritance tax since 1895. The present rate 
schedule is as follows: 


Beneficiary Exemption Bracket Rate 
Lineal ancestors or descendant of dece- $20,000 $ - 50,000 2 per cent 
dent, wife or husband of decedent, wife 50 ,000—150 ,000 4 per cent 
or husband of decedent’s child. 150 ,000-250 ,000 6 per cent 

250 ,000—500 , 000 10 per cent 
500 ,000- 14 per cent 

Brother or sister 10 ,000 Same as above 
Uncle, aunt, niece, nephew, and lineal 500 — 20,000 6 per cent 
descendants thereof. 20 ,000— 70,000 8 per cent 
70 ,000-170 ,000 12 per cent 
170 ,000- 16 per cent 
Other 100 — 20,000 10 per cent 
20 ,000-— 50,000 12 per cent 
50 ,000-100 , 000 16 per cent 
100 ,000-150 ,000 20 per cent 
150 ,000—250 ,000 24 per cent 
250 ,000- 30 per cent 


In addition, a supplemental estate tax is imposed in order to take full 
advantage of the 90 per cent federal credit. Illinois levies no gift tax. 

All states except Nevada impose some form of death tax. Twelve 
states also impose a gift tax. An examination of rates of those states levying 
the inheritance form of death taxation suggests that the 2 to 14 per cent 
rates on inheritance by a spouse, child, or parent in Illinois are relatively 
high. Of the 37 states, 13 levy a 2 per cent tax on the first bracket, and 
one levies 3 per cent. In the other 23 states the first bracket rates are 
lower than 2 per cent. In only 3 states does the top bracket rate for this 
class of heirs exceed the Illinois rate of 14 per cent. On the other hand, 
the Illinois rates on inheritances by brothers or sisters are lower than in 
many other states. 

The exemptions to children, parents, brothers, and sisters in Illinois 
are among the highest, but a number of states allow larger exemptions 
to a spouse. 

Corporation Franchise Tax. Corporate franchise taxes are usually 
imposed primarily as a means of recovering the costs of the routine regis- 


58 Gifts made in contemplation of death are usually taxable under the estate or 
inheritance tax. The gift tax applies to inter vivos gifts, which are not in contempla- 
tion of death. 
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tration and regulatory activities which result from the fact that a corpo- 
ration is incorporated or registered as doing business in the state. The 
Illinois corporate franchise tax is based upon the estimated share of stated 
capital and paid-in-surplus employed in Illinois.°® The annual rate is 
one-twentieth of 1 per cent. In addition the statute specifies the following 
schedule of minimum taxes: 


Minimum Taz Stated Capital and Paid-in Surplus 
$ 10.00 $50 ,000 or less 
15.00 Over $50,000 but less than $200 ,000 
20.00 Over $200 ,000 but less than $500 ,000 
50.00 Over $500 ,000 but less than $1,000 ,000 
200.00 Over $1,000,000 but less than $10,000,000 
500.00 Over $10 ,000 ,000 


As a result of a court decision involving prior law and a ruling of the 
attorney general that the minimum tax, as applied to foreign corporations, 
is unconstitutional, the secretary of state does not assess it against foreign 
corporations.®© 

In 1958, less than $3,000,000 was collected from the franchise tax 
on domestic corporations and less than $2,000,000 was collected from 
foreign corporations. In the same fiscal year, $693,000 was received in the 
form of incorporation and qualification fees. 

As a source of small sums of money which are regarded as at least a 
rough reimbursement for direct costs occasioned by the existence of the 
corporation, the corporate franchise tax is an acceptable tax. Attempts 
have been made, however, to drastically increase the rate of the tax. Such 
a proposal undoubtedly receives considerable support on the grounds that 
it is the only general corporation or business tax known to be constitutional 


TaBLe XIII 
LocaL GovERNMENT Tax REVENUE, ILuINo!Is, 1957 FiscAaL YEAR 











Total 
Munici- Town- School Special Local 
Type of Tax Counties palities ships Districts Districts Government 
(in thousands) 
Property $87,614 $177,367 $36,964 $501,146 $91,948 $ 895,039 
General sales — 46,141 — _ — 46,141 
Selective sales a 30 ,609 — — — 30 ,609 
Licenses 2,940 65 ,474 _— _ _ 68 ,414 
Death transfer 567 —_ _— _— — 567 
TOTAL $91,121 $ 319,591 $36,964 $501,146 $91 ,948 $1,040,770 





Source: U.S. Bureau or THE CENsus, 6 1957 CENSUS OF GOVERNMENT, PT. 2 AT P. 14 
1959). 


59 Allocation is on the basis of gross business plus corporate property within the 
state. 
601 Ix~iNo1s Business Corporation Act ANNOTATED 450 (1947). 


1S 
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in Illinois. Although a good case can be made for a general corporation tax, 
such a tax should be based on net income or some other logical base. Stated 
capital and paid-in-surplus is not a defensible base for such a tax. 


Illinois Local Taxes 


The general structure of Illinois local taxes is indicated in Table XIII. 
Data in this table reveal that 86 per cent of local tax revenue is from the 
property tax. General and selective sales taxes and license taxes are also 
important sources of revenue. 

In terms of tax collections, school districts are the most important 
units of local government. In 1957 school districts collected almost one-half 
of all local taxes. The importance of Cook County local governments is 
also noteworthy. In 1957 Cook County local governments collected 61 
per cent of all local governmental revenue.* 

Property Taxes. In the colonial period, property taxes were part of a 
revenue system which also included poll taxes, fines, forfeitures, excises, 
tariffs, and “faculty” taxes. Property taxes were usually imposed only 
upon selected lists of property and valuation was according to more or 
less arbitrary statutory values. Different rates were applied to different 
types of property.® 

Gradually the lists were extended and rates were made more uniform. 
By the beginning of the nineteenth century three states had general prop- 
erty taxes with uniform rates applying to all classes of property, real and 
personal, tangible and intangible, not specifically exempted. By the time 
of the Civil War period the general property tax was widespread. 

In the second half of the nineteenth century the idea that tax justice 
could be achieved only by a tax which is applied uniformly to all property 
at uniform rates was so widespread that provisions intended to insure that 
this type of taxation would be the principal source of tax revenue were 
written into many state constitutions adopted during this period. Such a 
provision was placed in the Illinois constitution in 1870 and remains in 
effect. 

When the movement to make the general property tax the principal 
source of state and local revenue was at its height, the economy was 
primarily agricultural. Ownership of property was a fairly good indication 
both of the economic potential of the owner and of the benefits received 
from government. 

By the end of the nineteenth century there was a rising chorus of 
criticism of the general property tax. During this period of intense criticism, 


61 U.S. BuREAU OF THE CENSUS, 6 1957 CENSUS OF GOVERNMENTS, pt. 2, at 22 (1959). 
62 JENSEN, PROPERTY TAXATION IN THE UNitTep States 27 (1931). 
63 Newcomer, The Decline of the General Property Tax, 6 Natt Tax J. 38, 

45 (1953). 
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the revenue raised through this form of taxation rose steadily. Between 
1902 and 1932 state and local government expenditure rose eightfold and 
these rising costs were met largely from increased property tax levies. In 
the same period, estimated national wealth rose only three or four times. 

The depression years produced a crisis in the field of property taxation. 
National income fell by almost 45 per cent from 1929 to 1932. State and 
local governments faced with increasing welfare costs did not respond 
quickly with reduced property tax levies. For all states combined, 1930 
represented a high point of property tax levies but in a number of states 
levies were higher in 1932 than they had been in 1929. The result was 
that delinquency rose and the property tax virtually broke down in some 
areas. 

Since that time, dissatisfaction with the principle of the general prop- 
erty tax, poor administration, and the heavy burden of the tax has resulted 
in many modifications. Exemption of intangible property, exemption of 
some or all classes of tangible personal property, homestead exemptions, 
industrial exemptions and classification of property, all of which represent 
deviations from the true general property tax principle, have become 
widespread. 

In Illinois, the constitution states that all property must be uniformly 
assessed according to value. No exemptions are permitted except for the 
property of religious and charitable organizations, publicly owned property, 
and property used for agricultural and horticultural societies and for school 
or cemetery purposes. This means that the tax must apply uniformly to 
all other property—real and personal, tangible and intangible. In practice, 
however, the Illinois property tax produces an unusually large number of 
illogical and inequitable results. This is true whether the equity of the 
tax is measured in relation to the wealth or the income of the owner. 

In 1871, the Illinois legislature, realizing that the good will or intangi- 
ble going concern value of a business firm represents wealth which should 
be taxed under a true general property tax, provided for a capital stock 
tax. This tax, more accurately called a corporate excess tax, is assessed by 
subtracting the value of all real estate and tangible personal property from 
the total going concern value of the corporation. 

Supreme court decisions have held that foreign corporations are not 
subject to the capital stock tax.® Partly as a result of legislative policy 
and partly as a result of court decisions, the assessment of the capital 
stock tax on domestic corporations is divided between local authorities 
and the state Department of Revenue.®* All corporations identified in 


64 Td. at 38. 

8 Western Union Tel. Co. v. Lieb, 76 Ill. 172 (1875); Wheelock, Lovejoy & Co. 
v. Gill, 366 Ill. 378, 9 N.E.2d 58 (1937). 

6 Winakor, General Corporation Taxes in Illinois, State of Illinois Revenue Laws 
Commission Report 189 (1949). 











See 
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their charter as being of the following classes are to be assessed locally: 
manufacturing and mercantile; coal mining and sale of coal; printing and 
newspaper publishing; and improving and breeding of livestock. Since 
many local assessors make little if any attempt to assess the capital stock 
of these corporations, the net result is that the major part of the capital 
stock tax is paid by utilities which are the most important type of corpo- 
ration assessed by the Department of Revenue. 

Shares of corporation stock are not taxable to the holder if the domestic 
corporation has paid the capital stock tax. Shares of stock of foreign corpo- 
rations are not to be assessed if the corporation has paid property taxes 
on any item, no matter how small, of tangible personal property within 
the state. 

In practice, even those items of intangible personal property which 
are legally taxable usually go untaxed. In Cook County a de facto classifi- 
cation system permits the listing of bank deposits at 4 per cent and stocks 
and bonds at 10 per cent. Practice in downstate counties varies, but only 
a small fraction of intangible personal property is assessed in any county. 

The assessment of some items of tangible personal property is little 
better than the assessment of intangible personal property. In the city of 
Chicago, ordinary household goods and automobiles not used in business 
are omitted from the assessment rolls. In downstate counties automobiles are 
generally assessed although the percentage of those registered which 
are on the assessment rolls varies considerably from county to county. 

The assessment of most kinds of real estate is inherently less difficult 
than is the assessment of many kinds of tangible and intangible personal 
property, yet inequitable assessment of real estate is the source of tre- 
mendous tax inequity in Illinois and in other states.6* The discussion of 
assessment which follows only highlights some of the major inequities. 

The most common method of appraising the uniformity of real 
estate assessment is the sales-assessment ratio study. Such a study is made 
by comparing the sales price of property sold in bona fide, arms-length 
transactions with the assessed value of the property. This method works 
well when there is a large number of sales of similar property but is much 
less satisfactory when the property is of a type that is seldom sold. The 
Illinois Department of Revenue conducts a continual sales-assessment ratio 
study for the purpose of computing the multipliers used in the intercounty 
equalization program, but the detailed results are not published. 

The sales-assessment ratio studies of the 1957 Census of Governments 
dealt with sales which occurred during a six-month period in calendar 


87 The problems of inequitable real estate assessment have been widely discussed 
in the literature of public finance. The analysis of the Illinois problem in the State 
of Illinois Revenue Laws Commission Report of 1949 is still largely valid. A description 
of administrative organization and procedure is found in Pealy, A Comparative Study 
of Property Tax Administration in Illinois and Michigan, Bureau of Government, 
University of Michigan (1956). 











578 TAXATION IN ILLINOIS [VoL. 1961 





year 1956. Weighted average assessment ratios by type of property were 
as follows: ® 


Residential property .... 66. ..606cccseceeees 42.3 
Acreage and farm property................. 43.1 
Commercial and industrial property.......... 58.8 
MADMIOM ONES Srctsi Sonica aad Sass eee 35.7 
MUU DORE <).ad oS cece ater aarti aaa en 45.7 


Although all types of property were assessed considerably under the 
statutory 100 per cent of value, it appears that the commercial and indus- 
trial property was relatively overassessed and that vacant lots were relatively 
underassessed. It should be noted that the commercial and industrial prop- 
erties included in the sample were predominantly small properties. Eighty- 
eight per cent of the commercial and industrial properties in the sample 
were assessed at less than $15,000.® 

Since there were more houses sold than any other type of property, 
the United States Census Bureau was able to provide much more detailed 
data concerning this class of property. Assessment-sales ratios were com- 
puted for non-farm houses in 36 counties. The results are tabulated 
below.”° 


Assessment Number of 
Ratio Counties 
30.0-39.9 9 
40.0-49.9 22 
50.0 or more 5 


Data for seventeen major ™ counties are provided in Table XIV. The 
average assessment ratio for property sold during the six-month period 
is given in the first number column. The number after the -+ sign is a 
measure of the sampling variability. The median (middle) assessment 
ratio is also given for each county. Although a considerable degree of 
non-uniformity of assessment is indicated by these data, only one other 
state has less intercounty variation than does IIlinois.7? This excellent rank- 
ing is probably the result of the rather vigorous intercounty equalization 
program in Illinois. 

More serious than the intercounty variations in assessment ratios are 
variations within a county, township, or city. Variations of this type 
are measured by means of coefficients of dispersion. A coefficient of 
dispersion measures (as a percentage of the median) the average deviation 
of individual assessments from the median assessment ratio. Perfect assess- 


68 U.S. Bureau OF THE Census, 5 1957 Census oF GOVERNMENTS 43 (1959). 

69 bid. 

70 Id. at 87. 

™ Major areas are defined as those having a population of 50,000 or more. 

72 Based on coefficients of inter-area dispersion reported in U.S. Bureau oF THE 
Census, 5 1957 Census oF GOVERNMENTS 87 (1959). Areas are generally counties 
except in Michigan, Wisconsin, and six New England states. 
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TABLE XIV 


ASSESSMENT Ratios FOR Non-Farm StnGuie-Famity Hovszs, 
SELECTED CounrTIEs, 1956 











Average Median Coefficient 
Assessment Assessment of Intra-area 

County Ratio Ratio Dispersion 
Champaign................ 47.6+2.0 45.4 23.4 
CO eo ce ov nade cccuecies 36.2+0.6 34.8 29.4 
NN 6 oa «Sine ewes 50.4+1.5 47.9 25.3 
Oe oc cacinicvieneieee es 46.4+2.9 44.5 28.0 
OM asec ivnstae conte en ee 43.2+2.7 39.1 31.1 
ee leit a.sictsistele wamnele ee 46.8+1.7 49.0 27.4 
MEME oc aera ard Se warm alee ale 32.3+1.7 35.0 23.3 
RM a. 6.5 Hod ee oeeie wes 45.9+2.8 44.7 36.8 
RMR cae coe hokey veto és 48.5+2.9 47.3 39.7 
NOMINEE a ounces weenie 46.1+1.6 45.4 23.9 
MEN ee hao sic Vike seer awees 43.7+3.3 42.4 35.7 
Rock Island................ 40.8+2.8 47.1 36.0 
Po, eco cio bora kees 55.2+3.7 61.9 30.8 
SANGAMON... wc csc seese 43.343.2 44.8 41.8 
SNORING. © 6.5. 0.00 & sk erie ace 42.1+9.2 35.2 . 

ees eivercta owas cokes 34.9+1.6 36.6 28.3 
Winnebago. ............... 47.6+1.9 46.4 23.7 





*® More than 50.0 
Source: U.S. Bureau or THE Census, 5 1957 Census oF GOVERNMENTS 133. 


ment would result in a zero coefficient. Coefficients of dispersion of 
non-farm house assessments in the 36 county areas for which data were 
computed for Illinois are summarized as follows: 7 


Coefficient Number of 
of Dispersion Counties 

7 AO cl | 1 See gr eee ee eer 5 

Fi EN so. aa Whine Sediwbeeiwielna seer a 

ee PIE rsa ae ccnieia are Reece wereeles 5 

SO cre ca ees renews 7 

Fst ee ce oR Te 6 
DOOR OUR. icin ccc ceeee cee tuateus 6 


Similar data for the 17 major county areas are provided in the last column 
of Table XIV. These figures indicate tremendous tax inequities. Variations 
in assessment ratios within a county are much less likely than variations 
among counties to be offset by differences in tax rates or service levels 
since all property in the county is subject to the county levy and there 
are apt to be other overlapping levies. 

Illinois’ high rank in intercounty uniformity does not extend to intra- 
county uniformity. In only 13 states is there less uniformity within areas 
than in Illinois.” 

Some types of real property are very difficult to assess, and measure- 
ment of the quality of assessment is difficult. Among the types of property 
in this category are large business and industrial properties. Variation in 


73 Id. at 88. 
™4 Id. at 88. Areas are generally counties except in eight states. 
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assessment results not only from the inherent difficulties of assessing the 
property, but also from the discrimination, favoritism, and extra-legal 
administrative practices that are apt to flourish when objective standards 
of value are obscure. 

There is a widespread belief in Illinois that business property in 
Chicago is assessed high in relation to individually owned properties while 
in downstate areas the reverse is often true. Support for the accuracy of 
this belief is provided by a recent study made for the Federal Reserve Bank 
of Boston.” In that study estimates were made of the 1958 taxes which 
would be paid by two hypothetical firms locating new plants in various 
urban and suburban locations in several states. Various methods were used 
to estimate the level of assessment in each location. The resulting estimates 
indicate that local property taxes in Chicago would be higher for both 
hypothetical firms than in any of the eight urban and six suburban locations 
studied. Local property taxes in Kankakee, on the other hand, would be 
among the lowest of the locations studied. Corporation A would pay 
over three times as much in Chicago as in Kankakee and Corporation B, 
a smaller “growth” corporation owning little real estate, would pay over 
five times as much in Chicago as in Kankakee. These results are caused 
partly by the higher tax rates in Chicago but also reflect significant differ- 
ences in assessment levels. 

The same study emphasizes the dangers of assuming that any generali- 
zation about the level of assessment will indicate the level of assessment 
of a particular piece of property even in a single location. In an excellent 
discussion of “tax negotiation” the author reports that it is often possible 
for a firm to minimize its assessment by negotiations prior to the con- 
struction of a new plant.%* He also points out the possibility of “tax 
lightning” striking a firm when the local government needs more money 
or even as the result of offending the assessor."7 The following passage 
illustrates some of the diverse factors which may affect the assessment 
of a particular property: *8 


The best example of the invalidity of tax estimates based upon the 
“official” ratio appeared in another suburb of Chicago, which for 
obvious reasons will be identified as “Suburb A.” Here the assessment 
of a new factory will depend largely upon political influence and the 
attractiveness of the company to local business leaders. Although 
other, quite human, factors are involved, “attractiveness” seems to re- 
quire that the new firm buy from but not compete with existing 
industries. Even more important, the firm must pay wages no higher 
than the relatively low level now prevailing—which rules out most 


™Strasma, State and Local Taxation of Industry; Some Comparisons, Research 
Report to Federal Reserve Bank of Boston, No. 4 (1959). 

76 Id. at 92. 

7 Id. at 89-91. 

78 Id. at 43-44. 
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firms with nation-wide contracts with major unions. Since township 
assessors prefer to avoid having their assessments overruled in a hearing, 
the prospect usually negotiates directly with the members of the 
County Board of Review. The prudent manufacturer naturally negoti- 
ates first, before actually investing his capital. 


“Unacceptable” firms considering locating in “Suburb A” will be 
warned that their property will be assessed “by the books,” at 55% 
of market value. 


Appraisal of the Property Tax. Those who promoted the general 
property tax in the nineteenth century saw the tax as the most, or only, 
equitable tax. This position is defensible only if three assumptions are 
made: (1) that wealth is the proper criterion for measuring an individual’s 
proper tax contribution; (2) that certain modifications are to be made 
in the tax to prevent double taxation; (3) that steps are to be taken to 
insure the assessments are uniform. 

The first assumption is subject to serious challenge. Most persons 
today would choose income as a better criterion of taxpaying ability 
than wealth. Nevertheless there are valid arguments favoring wealth as 
one criterion. An individual with a given income and large property 
holdings undoubtedly has more taxpaying capacity than does a person with 
the same income and no property. Also, property ownership is at least 
roughly correlated with the benefits received from certain types of govern- 
mental services. 

Modification of the general property tax to eliminate certain forms of 
double taxation would be necessary if the property tax were to be made 
equitable. Many types of intangible property represent ownership of real 
property which is also taxable. Unless some modification is made, the 
value of a mortgaged farm is taxed as real estate and the value of the 
mortgage is taxed as intangible property. Similarly, the value of tangible 
property owned by a corporation is taxed to the corporation while the 
stockholders are taxed upon the total value of the corporation as appraised 
by stock market forces. The Illinois capital stock (corporate excess) tax 
and the provision for exempting stock of corporations which have paid 
the capital stock tax or other property taxes within the state are attempts 
to meet the latter problem. In practice, these provisions are far short of 
providing equity. 

Data presented above have roughly indicated the extent to which 
property is omitted from the tax rolls and of the non-uniform assessment 
of property that is listed in Illinois. Many types of property cannot, within 
reasonable limits of time and money, be assessed accurately. Other types 
could be accurately assessed but for various reasons accurate assessment 
has not been achieved. 

In summary, it can be said that even a perfectly administered general 
property tax is not the panacea for tax equity that it was once believed 
to be. In a complex modern industrial economy, property is so diverse and 
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its earning capacity varies so greatly that wealth is not acceptable as the 
sole criterion for distributing tax burdens. Such a tax applied to consumer 
goods penalizes those who prefer to consume durable goods rather than 
services and nondurables. Actually, however, arguments over the equity 
of a perfectly administered general property tax are academic. The prop- 
erty tax as administered in Illinois is far worse. Legal and illegal omission 
of property from the rolls and nonuniform assessment have made the tax 
sO Capricious in its impact that it is doubtful if any major tax is more 
inequitable. 

The yield of the property tax depends upon the mill rate levied and 
the assessed value of property. Any attempt to judge the adequacy of the 
tax must include examination of the factors affecting each. Assessed value, 
of course, depends partly upon the market value of the property being 
assessed, but the practice of fractional assessment places a great deal of 
control in the hands of assessing officials. In Illinois the “multiplier” equali- 
zation system places a powerful control over assessment levels in the hands 
of the Department of Revenue. Tax rates are set by the governing board 
of the local units of government but are subject to a very complicated 
system of rate and levy limitations.*® The total effect of these factors, in 
Illinois and in other states, has usually been that property tax yields rise 
somewhat more slowly than personal income or governmental expenditure 
in periods of economic expansion and decline more slowly than personal 
income in periods of contraction. Property tax revenues, on the other 
hand, exhibit a high degree of short-term stability of yield. Business 
declines which sharply reduce the yields of sales and income taxes have 
little immediate effect on property tax yields. This short-term stability is an 
advantage to the unit of government but may create hardship for individual 
taxpayers. 

An important reason for the continuing importance of the property 
tax in the revenue structure is that local units of government can collect 
large sums of money with relatively low administrative costs. No other 
major form of taxation is so well adapted to local levy and collection. For 
this reason it seems likely that substantial reductions in property tax levies 
will not be achieved unless funds for local government are provided from 
other sources or local functions are transferred to the state or federal level. 

The impact which the property tax has upon business or industry is 
closely related to the extent to which real estate and certain other forms 
of tangible property are utilized in the business. Businesses (including farm 
businesses) which have a high investment in tangible assets per dollar of 
income feel the impact of the property tax most heavily. In view of the 
wide variations in assessment practices which exist, it is doubtful if inter- 
state comparisons of property tax burdens on business are of much signifi- 


7 Howards, The Tax Rate Limit Controversy in Illinois, 21 Current Economic 
CoMMENT 25 (1957). 
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cance. Variations within a state probably have more influence upon indus- 
trial location than do variations in state averages. A business with a fluctu- 
ating income will find a property tax more burdensome than an income 
tax which, over the years, yields the same revenue. 

Municipal Sales Taxation. In 1947 the General Assembly authorized 
municipalities to levy a retailers’ occupation (sales) tax at a rate not to 
exceed 0.5 per cent upon approval of the voters in a municipal referendum.®*° 
In the years 1947-1955 only six referenda were held and all were defeated.*! 
The 1955 legislature eliminated the referendum requirement after which 
municipal sales taxation spread rapidly. By June 30, 1958, sales and use 
taxes were imposed by more than 1,000 municipalities. The municipal 
taxes are collected by the state Department of Revenue and the proceeds, 
less a collection fee, are remitted to the municipalities for which they were 
collected. The collection fee was originally 6 per cent but was reduced 
to 4 per cent by the 1959 legislature. In 1957 revenue from this tax was 
14.4 per cent of the tax revenue of Illinois municipalities. 

In general, the municipal sales tax has the same advantages and disad- 
vantages as does the state sales tax, but the administrative arrangements are 
worthy of note. These arrangements represent one of the few examples 
in the United States of the use of the tax supplement device.8? Tax supple- 
ments are levied by a subordinate unit of government as an addition to a 
tax levied by the central government. It has the advantage of leaving 
control of the levy of the tax at the local level and at the same time taking 
advantage of established, large-scale administrative machinery. This is a 
very attractive combination to those who prefer strong local government 
but wish to avoid the heavy expense, inadequate administration, and juris- 
dictional conflict §* that occurs when local units of government attempt 
to collect sales or income taxes. 

Selective Sales Taxes. In 1957 local selective sales taxes produced 
$30,609,000 as follows: 


ROMOOOE 5 Sade isbn HeSeNs Baw ee as $ 23 ,000 
Pui Utilities. . owe cc cece cccecece 27 ,290 ,000 
WIMMER Soro es case e na eeu 1,419 ,000 
Amusement and recreation........... 1,877 ,000 


Over 97 per cent of public utility sales tax revenue was collected by the 
city of Chicago. Although rates vary, these taxes are similar to the state 
utility sales taxes discussed earlier. 


80 Snider, Potential New Sources of Municipal Revenue, State of Illinois Revenue 
Laws Commission Report 349, 362-64 (1949). 

81 IsAKOFF, STEINER & CABE, ILLINOIS MuNnicIPAL REVENUE 51 (2d ed. 1958) (Uni- 
versity of Illinois, Institute of Government and Public Affairs). 

82 Groves, FINANCING GOVERNMENT 417-18 (5th ed. 1958). 

8$ Central administration does not eliminate jurisdictional problems but with an 
impartial central agency making the determination, decisions are apt to be made far 
more easily and individual taxpayers are less apt to be caught in the crossfire. 
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License Taxes. In 1957 license tax revenue of local governments 
totaled $68,414,000. Approximately $3 million of this sum was collected 
by county governments and the remainder by municipalities. The following 
tabulation indicates the importance of the major types of license taxes: 


NBII NNEIMES once ec icrecaea pan aca te oes $26 ,646 ,000 
Alcoholic beverage.................. 13 ,526 ,000 
Building and equipment permits ..... 6,924 ,000 
WUMER EEN og occe rg cross ocavecsce oe as bo0-8 7,797 ,000 
Other and unallocable............... 13 ,521 ,000 

$68 ,414 ,000 


The motor vehicle or “wheel” tax is levied by a majority of the 
larger municipalities in the state. Maximum rates for vehicles under 35 
horsepower are $15 in Chicago and $10 in other cities. For vehicles over 
35 horsepower the maximum rates are doubled.§* The tax is imposed upon 
residents of the municipality and is in addition to the state registration 
fees. 

Alcoholic beverage license fees are an important nonproperty revenue 
source for municipalities. Usually liquor dealers are classified by type of 
establishment and type of beverage sold with different rates applying. 

A complete appraisal of local license taxes in Illinois would require 
a much more detailed examination of the law and practice than is feasible 
here. It should be noted, however, that revenue and control are closely 
related in the case of most of these taxes. This is probably least true of 
the motor vehicle taxes. They are attractive to municipalities as a relatively 
easily administered tax, and the revenue from these taxes can logically be 
used for street and traffic purposes. 


SUMMARY AND CONCLUSIONS 


It is obviously impossible, in an article of this length, to describe and 
appraise all important aspects of the various taxes levied in Illinois. It has 
been necessary, therefore, to concentrate upon some of the more important 
features of the tax structure and upon the major taxes. The following 
generalizations will serve to summarize this material. 


(1) Illinois is heavily dependent upon general sales and property taxes. 
This can be demonstrated by comparing the percentage of tax revenue 
which comes from these sources in Illinois and in other states. Illinois levies 
no corporate or individual income taxes, and other major taxes, except for 
general sales and property taxes, are levied at rates generally equal to or 
below those of the average state. The sales tax base has been one of the 
narrowest in the country, but judicial and legislative developments in 1961 
appear to have broadened it considerably. 

(2) State and local governmental expenditures and tax levies in 


* Itt. Rev. Stat. c. 24, § 8—11—4 (1961). 
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Illinois are not high, compared with other states. On a per capita basis, 
both are near the national average. When account is taken of income and 
population distribution, however, Illinois expenditures are among the lowest 
of any state. 

(3) The Illinois tax system is probably more regressive than the tax 
system of most states. This results from the heavy dependence upon sales 
and property taxes and the absence of individual and corporate income 
taxes. 

(4) The Illinois tax system contains an unusual number of horizontal 
inequities. Ironically, property tax inequities result in part from consti- 
tutional and legislative attempts to prescribe absolute uniformity of treat- 
ment of all property. 

State sales taxes, which tax expenditures for tangible personal property 
and exempt other types of expenditures, are difficult to defend as being 
horizontally equitable. The Illinois sales tax has been even more inequitable 
since the taxability of sales of virtually identical goods has been determined 
by whether the goods were “custom-made” or “ready-made.” If the sales 
tax broadening measures of 1961 are upheld, the situation should be sub- 
stantially improved. 

(5) Illinois depends heavily upon taxes whose yields respond slowly 
to economic growth and rising prices. This has resulted in the need for 
frequent sales tax rate increases and has placed increasing pressure upon 
the narrowly-based tax structure. Conversely, however, tax revenue in 
Illinois would fall less sharply in periods of depression and falling prices 
than would the revenue of a state which depends heavily upon graduated 
income and profits taxes. 

(6) The Illinois tax structure contains no unusual taxes of doubtful 
or unknown administrative feasibility. On the other hand, the constitutional 
uniformity clause requires the taxation of some types of property which 
have been exempted in many other states on the grounds that administration 
is not feasible. 

(7) Illinois depends heavily upon those taxes generally considered 
most acceptable by those who choose the location of industrial plants and 
would, therefore, be rated as a state with a “good tax climate.” However, 
several warnings are in order. First, the best available studies indicate that 
the effect of state and local taxes upon economic growth is often much 
overrated. Second, both the property tax and the sales tax can produce 
decisively important burdens on particular industries under certain circum- 
stances. Third, if the narrowly-based Illinois tax structure results in a 
widely publicized fiscal crisis or a drastic reduction in governmental serv- 
ices, serious damage could be done to the state’s reputation. Hastily drawn 
tax legislation with serious economic consequences might also result from 
such a crisis. 











CONSTITUTIONAL LIMITATIONS ON 
INCOME TAXATION IN ILLINOIS 


BY RUBIN G. COHN * 


NO DECISION OF THE ILLINOIS SUPREME COURT, in the long 
history of the state, has had greater and more profound consequences with 
respect to the state’s fiscal policies and development than Bachrach v. 
Nelson. 

The decision did more than invalidate a state statute ? imposing a gradu- 
ated net income tax upon persons and fiduciaries. It converted the revenue 
provisions of the state constitution® into a rigid conceptual framework of 
permissible taxation, reversing the traditional concept of a state constitution 
as a limitation upon and not a grant of powers, and forced the state into an 
artificially contrived and inequitable tax and fiscal pattern. It has con- 
founded, rather than clarified, the revenue authorizations of the constitution 
and its impact upon legislative and electorate judgment, in respect to subse- 
quent proposals for constitutional revenue revision, has been enormous and 
pervasive, a “brooding omnipresence” which has clouded and complicated 
the analysis both of legislative and constitutional approaches to the delinea- 
tion of tax powers for the General Assembly. 


CONSTITUTIONAL REVENUE PROPOSALS THROUGH 1956 


Constitutional revenue reform was a major preoccupation of the law- 
makers and the people long before the 1932 decision of Bachrach v. Nelson, 
with obvious recognition not only of the desirability of a classified property 
tax but also of the exploration and utilization of the income tax as a means 
of achieving an equitable allocation of tax burdens. Thus in 1912 an 


* RUBIN G. COHN. A.B. 1932, LL.B. 1934, University of Illinois; Pro- 
fessor of Law, University of Illinois. 


1 349 Ill. 579, 182 N.E. 909 (1932). 

2Tll. Laws First Spec. Sess. 1932, at 91. 

3 Itt. Const. art. IX, §§ 1, 2: 

“§ 1, The General Assembly shall provide such revenue as may be needful by 
levying a tax, by valuation, so that every person and corporation shall pay a tax in 
proportion to the value of his, her or its property—such value to be ascertained by 
some person or persons, to be elected or appointed in such manner as the general 
assembly shall direct, and not otherwise; but the general assembly shall have power to 
tax peddlers, auctioneers, brokers, hawkers, merchants, commission merchants, showmen, 
jugglers, inn-keepers, grocery keepers, liquor dealers, toll bridges, ferries, insurance, 
telegraph and express interests or business, vendors of patents, and persons or corpo- 
rations owning or using franchises and privileges, in such manner as it shall from time to 
time direct by general law, uniform as to the class upon which it operates. 

“§ 2. The specification of the objects and subjects of taxation shall not deprive 
the general assembly of the power to require other subjects or objects to be taxed 
in such manner as may be consistent with the principles of taxation fixed in this 
constitution.” 
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advisory public policy question * was submitted to a state-wide referendum, 
with a favorable response, as to whether the General Assembly should 
submit a constitutional amendment “providing for the classification of 
property for purposes of taxation with taxes uniform as to each class 
within the jurisdiction levying the same.” And in 1916, a proposed consti- 
tutional amendment ® would have withdrawn personal property from the 
ad valorem and proportionate value requirements explicitly mandated in 
section 1 of article IX and inferentially imposed by section 2 of article IX 
of the constitution.® Both the 1912 advisory proposal and the 1916 amend- 
atory resolution may reasonably be interpreted as authorizing taxes on 
income though neither expressly refers to such tax. 

In 1922 the people overwhelmingly rejected? a new constitution 
which in its revenue provisions gave explicit authorization for “a uniform 
and substantial tax on the income” derived from intangible property in lieu 
of an ad valorem tax on such property,® and for a “graduated and progres- 
sive” general net income tax.® 

The revenue amendments which failed of referendum approval in 1926 
and 1930, though differing in basic conceptions, would both have authorized 
the levy of income taxes.!° Since Bachrach, only three proposed revenue 


*The full text is as follows: “Shall the next General Assembly (in order that 
the poor may be relieved of a system of taxation which places a comparatively heavier 
burden upon the poor man than upon his wealthy neighbor, which is unjust to all 
who fall under the full force of its operation and which places a premium upon 
dishonesty), submit to the voters of the State of Illinois at the next following state 
election an amendment to the State Constitution providing for the classification of 
property for purposes of taxation with taxes uniform as to each class within the 
jurisdiction levying the same?” 

5$.J. Res. 21, Inu. Sen. J. 348 (1915). Text as follows: 

“Article IX. Sec. 14. From and after the date when this section shall be in force 
the powers of the General Assembly over the subject-matter of the taxation of personal 
property shall be as complete and unrestricted as they would be if sections one (1), 
three (3), nine (9), and ten (10), of this article of the Constitution did not exist: 
Provided, however, that any tax levied upon personal property must be uniform as 
to persons and property of the same class within the jurisdiction of the body imposing 
the same, and all exemptions from taxation shall be by general law, and shall be 
revocable by the General Assembly at any time.” 

6 See note 3 supra. 

7 Affirmative votes, 185,298; negative votes, 921,398. 

81922 ConsTITUTIONAL CONVENTION, Proposep CoNSTITUTIONAL Revision art. VII, 
§ 142: 

“In lieu of any tax on intangible property or any kind or class thereof, by valu- 
ation, the general assembly may provide a uniform and substantial tax on the income 
derived therefrom. The rate of such tax shall be uniform on all incomes taxed under 
this section.” 

91d. § 143: 

“A general income tax may be imposed upon all net incomes. If such income tax 
is graduated and progressive the highest rate shall not exceed three times the lowest 
rate.” 

10$,.J. Res. 4, Itt. Sen. J. 1126 (1925); S.J. Res. 28, Inu. Sen. J. 1332 (1929). The 
1926 proposal, in its relevant portions, authorized the general assembly “to provide ‘by 








588 TAXATION IN ILLINOIS [Vor. 1961 


article amendments have been submitted to the people, the first, in 1942,1 
being concerned exclusively with authorization to exempt from any occupa- 
tional or privilege tax the business of selling food for human consumption, 
and the others, in 1952 and 1956,!? though authorizing classification of 
property for tax purposes, expressly precluding the levy of a graduated 
income tax. In these latter two instances, and in subsequent legislative 
consideration of proposals for revision of constitutional revenue provisions, 
the issue of the graduated income tax has provoked the sharpest controversy, 
dominating all other issues with almost overpowering intensity. 

Revenue reform has been impaled upon the horns of a policy and legal 
dilemma. On the one hand the rigidity of the uniformity and ad valorem 
principles as applied to tangible and intangible personal property is almost 
uniformly recognized as the major obstacle to an equitable tax system.'* 
On the other hand, a relaxation of these principles to authorize classification 
of property for tax purposes risks the danger of permitting the levy of a 
graduated income tax, a prospect which is viewed with abhorrence in many 
quarters. Underlying these alternatives is the deeper issue of the appropriate 
scope and content of taxing power generally, and the feasibility of the 
income tax as an instrument of state fiscal power.1* The conflict, generated 
and vitalized by Bachrach v. Nelson, has been generally compromised in 
post-Bachrach constitutional revenue amendment proposals by limited 
authorization for classification of property coupled with an unambiguous 
and expressly phrased denial of power to levy a graduated income tax.!® 


1959 AND 1961 LEGISLATIVE History ON CONSTITUTIONAL REVENUE PROPOSALS 


Since the 1956 referendum rejection of the last revenue amendment 
proposal,'® the ideological split has, if anything, become more intense, as 


general law for the levy and collection of taxes for public purposes upon persons, 
property and income, free from the limitations” imposed by other sections of the consti- 
tution but with the limitation that such taxes “shall be uniform upon all persons, prop- 
erty or income of the same class.” The 1930 proposal simply granted power “to enact 
laws to provide revenue,” preserving real estate, other than mineral lands and lands 
devoted to reforestation, as a single class, and providing for a distribution of revenues 
received among the state and counties “if a tax is imposed upon incomes.” 

11H.J. Res. 35, Itt. House J. 493, 643 (1941); Itz. Sen. J. 1021 (1941). 

12H.J. Res. 40, Int. House J. 1865 (1951); S.J. Res. 16, Int. Sen. J. 2485 (1955). 

13Cushman, The Proposed Revision of Article 1X of the Illinois Constitution, 
1952 U. Inu. L.F. 226; Fairlie, Constitutional Provisions on Taxation, 2 Itt. L. Butt. 
321 (1919); Comment, Taxation of Intangibles Under the Illinois General Property 
Tax, 35 Int. L. Rev. 716 (1941); Revenue Laws ComMm’N oF THE STATE OF ILLINOIS, 
Report, cc. 1, 2, 3 (1949); Micuican Tax Strupies State Papers c. 5 (1958). 

14Blum & Kalven, The Uneasy Case for Progressive Taxation, 19 U. Cut. L. Rev. 
417 (1952). 

15 See note 12 supra. 

16 The amendment failed for lack of more than 950,000 affirmative votes. Curiously, 
the identical measure in 1952 failed by only 160,000 votes. 
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evidenced by the wide spectrum and diversity of the proposals in the legis- 
lative sessions of 1959 and 1961, and the failure of the General Assembly 
in either session to agree upon any single proposal. A brief résumé of these 
proposals may be both illuminating and instructive in its revelation of the 
polarity of philosophies embraced by different groups within the legislature. 

Considering first the 1959 proposals, Senate Joint Resolution No. 19,17 
sponsored exclusively by almost the entire Republican membership of the 
Senate, established real property and taxable personal property as separate 
classes, and authorized the division of intangible personal property into 
one or more classes. Uniformity and an ad valorem basis were mandated 
for real and tangible personal property, but as to intangible personal prop- 
erty, only uniformity within the class was to be required. Occupation, 
sales, use, privilege, and franchise taxes, uniform within the territorial limits 
of the tax levying authority, were authorized, but the levy of a tax measured 
by income was limited to a “uniform non-graduated tax,” and, as if to 
underscore the unpalatable character of even this flat rate income levy, 
such tax could not take effect until the law authorizing its levy, including 
the designated rate, was submitted to and approved by the people at a 
state-wide referendum.!% 

Senate Joint Resolution No. 20,19 with much more modest sponsor- 
ship, retained the substance of the existing constitutional tax provisions, 
and in respect to income levies authorized “a tax upon income in lieu of all 
taxes imposed or authorized upon occupations or privileges pertaining to 
the sale or use of tangible personal property.” 2! Although such tax could 
be graduated, with a permissive uniform exemption to each taxpayer and a 
mandatory credit allowance against any property tax paid by him to the 
state or any other taxing district, the authorization would fail to reach 
wealth accumulated through income by any person or corporation not 
within the narrowly defined class. Its utility as a source of income to the 
state was extremely dubious because of its narrowly selective base which, 
though it might withstand fourteenth amendment due process and equal 
protection challenges, would produce inequitable classifications. 

Special and limited preferential tax exemption of real property of 
former members of the armed services was the sole objective of Senate 
Joint Resolution No. 24.2? Leaving sections 1 and 2 of article IX 73 un- 
touched, this proposal sought only the permissive exemption from property 


17 Iti. Sen. J. 630 (1959). 

187d. § 1. 

19 Itt. SEN. J. 631 (1959). 

20 Senator John W. Lewis, Jr., Republican. 
21Tit. SEN. J. § 1, at 632 (1959). 

22 Ti. SEN. J. 721 (1959). 

28 See note 3 supra. 
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article amendments have been submitted to the people, the first, in 1942, 
being concerned exclusively with authorization to exempt from any occupa- 
tional or privilege tax the business of selling food for human consumption, 
and the others, in 1952 and 1956,!* though authorizing classification of 
property for tax purposes, expressly precluding the levy of a graduated 
income tax. In these latter two instances, and in subsequent legislative 
consideration of proposals for revision of constitutional revenue provisions, 
the issue of the graduated income tax has provoked the sharpest controversy, 
dominating all other issues with almost overpowering intensity. 

Revenue reform has been impaled upon the horns of a policy and legal 
dilemma. On the one hand the rigidity of the uniformity and ad valorem 
principles as applied to tangible and intangible personal property is almost 
uniformly recognized as the major obstacle to an equitable tax system.'* 
On the other hand, a relaxation of these principles to authorize classification 
of property for tax purposes risks the danger of permitting the levy of a 
graduated income tax, a prospect which is viewed with abhorrence in many 
quarters. Underlying these alternatives is the deeper issue of the appropriate 
scope and content of taxing power generally, and the feasibility of the 
income tax as an instrument of state fiscal power.1* The conflict, generated 
and vitalized by Bachrach v. Nelson, has been generally compromised in 
post-Bachrach constitutional revenue amendment proposals by limited 
authorization for classification of property coupled with an unambiguous 
and expressly phrased denial of power to levy a graduated income tax.'® 


1959 AND 1961 LEGISLATIVE History ON CONSTITUTIONAL REVENUE PROPOSALS 


Since the 1956 referendum rejection of the last revenue amendment 
proposal,!® the ideological split has, if anything, become more intense, as 


general law for the levy and collection of taxes for public purposes upon persons, 
property and income, free from the limitations” imposed by other sections of the consti- 
tution but with the limitation that such taxes “shall be uniform upon all persons, prop- 
erty or income of the same class.” The 1930 proposal simply granted power “to enact 
laws to provide revenue,” preserving real estate, other than mineral lands and lands 
devoted to reforestation, as a single class, and providing for a distribution of revenues 
received among the state and counties “if a tax is imposed upon incomes.” 

11H.J. Res. 35, Int. House J. 493, 643 (1941); Int. Sen. J. 1021 (1941). 

12H.J. Res. 40, Int. House J. 1865 (1951); S.J. Res. 16, Inn. Sen. J. 2485 (1955). 

13Cushman, The Proposed Revision of Article IX of the Illinois Constitution, 
1952 U. Int. L.F. 226; Fairlie, Constitutional Provisions on Taxation, 2 Itt. L. Butt. 
321 (1919); Comment, Taxation of Intangibles Under the Illinois General Property 
Tax, 35 Itt. L. Rev. 716 (1941); REveNuE Laws ComMm’N oF THE STATE OF ILLINOIS, 
Report, cc. 1, 2, 3 (1949); Micuican Tax Stupies SraTe Papers c. 5 (1958). 

14Blum & Kalven, The Uneasy Case for Progressive Taxation, 19 U. Cut. L. Rev. 
417 (1952). 

15 See note 12 supra. 

16 The amendment failed for lack of more than 950,000 affirmative votes. Curiously, 
the identical measure in 1952 failed by only 160,000 votes. 
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evidenced by the wide spectrum and diversity of the proposals in the legis- 
lative sessions of 1959 and 1961, and the failure of the General Assembly 
in either session to agree upon any single proposal. A brief résumé of these 
proposals may be both illuminating and instructive in its revelation of the 
polarity of philosophies embraced by different groups within the legislature. 

Considering first the 1959 proposals, Senate Joint Resolution No. 19,!7 
sponsored exclusively by almost the entire Republican membership of the 
Senate, established real property and taxable personal property as separate 
classes, and authorized the division of intangible personal property into 
one or more classes. Uniformity and an ad valorem basis were mandated 
for real and tangible personal property, but as to intangible personal prop- 
erty, only uniformity within the class was to be required. Occupation, 
sales, use, privilege, and franchise taxes, uniform within the territorial limits 
of the tax levying authority, were authorized, but the levy of a tax measured 
by income was limited to a “uniform non-graduated tax,” and, as if to 
underscore the unpalatable character of even this flat rate income levy, 
such tax could not take effect until the law authorizing its levy, including 
the designated rate, was submitted to and approved by the people at a 
state-wide referendum.'8 

Senate Joint Resolution No. 20,!® with much more modest sponsor- 
ship,?° retained the substance of the existing constitutional tax provisions, 
and in respect to income levies authorized “a tax upon income in lieu of all 
taxes imposed or authorized upon occupations or privileges pertaining to 
the sale or use of tangible personal property.” 2! Although such tax could 
be graduated, with a permissive uniform exemption to each taxpayer and a 
mandatory credit allowance against any property tax paid by him to the 
state or any other taxing district, the authorization would fail to reach 
wealth accumulated through income by any person or corporation not 
within the narrowly defined class. Its utility as a source of income to the 
state was extremely dubious because of its narrowly selective base which, 
though it might withstand fourteenth amendment due process and equal 
protection challenges, would produce inequitable classifications. 

Special and limited preferential tax exemption of real property of 
former members of the armed services was the sole objective of Senate 
Joint Resolution No. 24.2? Leaving sections 1 and 2 of article IX 7? un- 
touched, this proposal sought only the permissive exemption from property 


17TLL. SEN. J. 630 (1959). 

18 Jd. § 1. 

19 Tit. Sen. J. 631 (1959). 

20 Senator John W. Lewis, Jr., Republican. 
21TrL. SEN. J. § 1, at 632 (1959). 

22 Ti. SEN. J. 721 (1959). 

23 See note 3 supra. 
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taxes of the “real property of former members of the United States Armed 
Forces used as homes by such members.” 

The diversity in House proposals in 1959 was equally pronounced. 
House Joint Resolution No. 2074 would have combined real estate and 
tangible property into a single class, authorized the division of intangible 
personal property into one or more classes, retained the ad valorem and 
uniformity principles as to all types of property, and, to alleviate the hard- 
ship of property taxation in certain defined areas, authorized the General 
Assembly to define and exempt from ad valorem taxation “household goods 
and furniture, personal effects, pension, profit-sharing, and welfare funds, 
motor vehicles not used primarily in connection with business or the pro- 
duction of income, and all corporations, other than public utilities, from 
any tax on their own capital stock.” 25 No reference was made to a tax 
on income, and though it could be urged that the authorized classification 
of intangible personal property was indicative of a purpose to negate the 
Bachrach decision,?®° counter arguments could be as reasonably urged from 
the fact of retention of the ad valorem and uniformity requirements for such 
property. 

House Joint Resolution No. 237 sought no changes in the basic tax 
provisions, being concerned solely with authorization to “exempt from 
taxation, by general law, any homestead estate owned by a person of the age 
of 65 or over.” 

A much more sweeping revision was offered by House Joint Resolution 
No. 32.28 In addition to authorization for a “tax upon the income of every 
person and corporation in an amount not to exceed 10% of the income 
tax imposed upon such person or corporation by the laws of the United 
State,” 2® (an obviously disguised back door approach to a graduated tax 
upon net income), it proposed the complete exemption from taxation after 
January 1, 1962, of personal property, and an express negation of legislative 
power to “impose or authorize any tax upon the sale or use of food or 
clothing.” °° 

In a tightly limited perspective, in contrast, House Joint Resolution 
No. 43 3! sought simply the revival of the 1942 proposal, rejected by the 
people, to exempt from any occupational or privilege tax the business of 
selling food for human consumption. 


*4 Iti. House J. 215 (1959). 

eya.:§ 4, 

6 349 Ill. 579, 182 N.E. 909 (1932). 
27 Itt. House J. 236 (1959). 

*8ILty. House J. 376 (1959). 

md: $4. 

mO1d..9-3. 

31 Tut, House J. 980 (1959). 
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The identical House counterpart of Senate Joint Resolution No. 19 *? 
was House Joint Resolution No. 51,5° offered, significantly, not by a sub- 
stantial representation of the Republican membership of the House, but by 
only one member. Insofar as party support can be determined from official 
sponsorship, House Joint Resolution No. 48 *4 most closely reflects the 
general political consensus of the House Republican membership. That 
resolution, however, though in all other respects identical with the Republi- 
can sponsored Senate Resolution, differed with it in one significant aspect. 
Whereas the Senate Resolution authorized the levy of a uniform non- 
graduated income tax on persons or corporations, the House measure 
categorically prohibited the levy of “any tax on or measured by income.” *° 

House Joint Resolution No. 49 °* approached the problem of revenue 
reform in the widest possible thrust. Rejecting all existing limitations upon 
legislative power, it authorized the General Assembly to (1) “levy or 
authorize the levy of such taxes as may be needed,” *7 and (2) “classify by 
general law the subjects or objects of taxation,” subject to the single limita- 
tion that “all such classifications shall be reasonable.” %8 

The final two House proposals, each with important though limited 
Democratic sponsorship, agreed with respect to the threefold classification 
of real property, tangible personal property, and intangible personal prop- 
erty, but parted ways in several important respects. House Joint Resolution 
No. 52 imposed the ad valorem standard upon all property, if taxed, except 
that intangible property was subjected to an annual rate ceiling of “one-fifth 
of one per cent of actual value,” and cash and all nonincome-producing 
debts and obligations to an annual rate ceiling of “one-twentieth of one per 
cent of actual value.” *® House Joint Resolution No. 56 did not impose 


32 See note 17 supra. 

33 ILL. House J. 1265 (1959). 

34 7d. at 1101. 

35 ]d. § 1. Senate Joint Resolution No. 19 and House Joint Resolutions Nos. 48 
and 51 are excellent illustrations of the wide disagreement in the State Republican Party 
on the income tax issue. Senate Joint Resolution No. 19, from the fact of its generous 
and exclusive Republican sponsorship, appeared to reflect the official party position. 
In the House, however, the identical proposal, House Joint Resolution No. 51, was 
sponsored by only one Republican, and that “by request,” whereas the broadest Republi- 
can House support, including several of the party’s recognized leaders, was given to 
House Joint Resolution No. 48 which negated even the restricted income tax author- 
izations embodied in the senate resolution. Although in 1959 a similar range of disagree- 
ment may have existed in the Democratic membership of the Assembly, this fact is 
not as clearly evident from proposals submitted by its membership since none was 
generally sponsored either by the party’s legislative leaders as a group or by the 
party membership as a whole. 

36 Itt. House J. 1104 (1959). 

id. § 1, 

381d. § 2. 

89 H.J. Res. 52, Int. House J. 1266, § 1 (1959). 
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the ad valorem requirement upon intangible personal property, although 
it did not deny such power to the General Assembly, and if so exercised, 
the tax levied upon such property could be “no greater, in proportion to 
the value of the property taxed, than that levied upon real estate.” 4° And 
whereas House Joint Resolution No. 52 was silent as to income tax levies, 
House Joint Resolution No. 56 authorized the General Assembly to “define 
income for purposes of taxation and . . . [to] impose or authorize the 
imposition of income taxes with reasonable exemptions and graduations of 
rates,” subject to a maximum rate of five per cent “of taxable income.” #4 

Despite the admitted urgency of constitutional revenue revision, none 
of the foregoing proposals came even remotely close to adoption by the 
General Assembly, suggesting that the doctrinal differences were grounded 
in deep-seated convictions. When the Seventy-second General Assembly 
convened in 1961, the urgency had not lessened; in fact, the pyramiding 
cost of state government, principally in the areas of elementary and higher 
education, public assistance, and public welfare institutional needs, had 
intensified the need for greater flexibility in the state’s taxing powers. In 
the Governor’s message to a specially convened joint session of the General 
Assembly, constitutional reform of the revenue article was not only singled 
out as the Assembly’s imperative responsibility, but was also coupled with 
an ultimatum that the Assembly would be convened in special session in 
1962 if the regular session failed to adopt an amendment.*? 

The General Assembly was quick to respond with a rash of proposals, 
but again the widely divergent views, particularly as they dealt with the 
central issue of income taxation, produced a hopeless conflict which pre- 
vented the adoption of an agreed measure. Remarkably, the range of 
conflict was even more pronounced and striking than in 1959. This was 
probably induced by the Governor’s firm insistence upon an amendment 
which would remove all specific state constitutional restrictions upon the 
Assembly’s power of taxation, other than the requirement of reasonableness 
of classification, as embodied in his administratively sponsored and endorsed 
House Joint Resolution No. 11,8 the content of which was identical with 
House Joint Resolution No. 49 of the preceding General Assembly.** 

Easily the most imaginative proposal of the 1961 session was House 
Joint Resolution No. 52,4° which simply proposed the repeal of article 
IX of the state constitution in its entirety. Although its net legal effect in 
respect to the powers of state taxation was in all probability the same as the 


40H.J. Res. 56, Itt. House J. 1607, § 1 (1959). 
411d. § 2. 

#2 Governor’s Message, Mar. 28, 1961. 

43 Itt. House J. 22 (1961). 

44 See note 36 supra. 

45 Itt. House J. 56 (1961). 


WintTER] CONSTITUTIONAL LIMITATIONS 593 


Governor’s proposal, its effect upon other existing provisions would have 
been considerable. Thus in its most important effects it would have trans- 
ferred from constitutional limitation to legislative discretion the subject of 
exemptions from taxation,#®and removed the limitations upon county 
taxing power,‘” and upon indebtedness of municipal corporations.*® 

In dramatic contrast to the unlimited tax authorizations of House Joint 
Resolutions Nos. 11 and 52, House Joint Resolution No. 594° proposed 
specific grants of tax powers, narrowly delimiting the permissible subjects 
of taxation and transforming the traditional constitutional concept of 
inherent tax powers, subject only to stated limitations, into the novel and 
rigid mold of exclusive grants of power beyond which no reserved or 
inherent powers could exist. Authorized taxes included a uniform sales or 
use tax, without exemption, on the transfer of all tangible property for use 
or consumption, at a maximum rate of four per cent on actual sales price,®° 
a uniform, ad valorem tax on real and personal property, without exemption, 
at a rate not in excess of $3 per $100 of actual value, with right of jury trial 
for ascertainment of value,®! “specific” taxes on products containing alcohol 
and tobacco *? and on any fuel or product used to propel vehicles,®* taxes 
on racing, gambling, insurance, and public utilities,>* license and regulatory 
fees, and charges to cover costs of “performing services and providing 
materials or supplies, [and] of performing inspections,” ®> and “an estate 
tax equal to the maximum tax credit allowed for State death taxes against 
the estate taxes” imposed by federal law.5® And to make certain that no 
residual tax powers were authorized, the proposal concluded with the inter- 
diction that “no other tax, charge, or imposition of any kind, except fines 
for violation of criminal law shall be exacted from any person or corpo- 
ration.” °7 

The remaining 1961 proposals could almost be termed moderate com- 
promises between the extremist approaches of the three measures already 
noted, and for the most part reflected the same or substantially similar princi- 
ples as were offered in the preceding 1959 session.5® Of particular interest 


46 Int. Const. art. IX, § 3. 

411d. § 7. 

48 Id. § 12. 

49 Itt. House J. 43 (1961). 

507d. § 1. 

517d. § 2. 

521d. § 6. 

53 Itt. House J. § 7 (1961). 

541d. § 8. 

55 Id. § 9. 

56 Td. § 10. 

57 Jd. § 12. 

58S.J. Res. 14, Inu. Sen. J. 4 (1961); S.J. Res. 26, Int. Sen. J. 34 (1961); H.J. Res. 
20, Int. House J. 28 (1961); H.J. Res. 45, Int. House J. 69 (1961). 
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among these was Senate Joint Resolution No. 14, which, because of the 
nature of its sponsorship, could be said to reflect the Republican Party view- 
point in the Senate. This measure, except for slight and insubstantial varia- 
tions, was identical with its 1959 Senate counterpart ®® in its authorization for 
classification of real and tangible and intangible personal property and its 
sanction of a uniform nongraduated tax on income if approved by state-wide 
referendum. Senate Joint Resolution No. 26 could, however, be a significant 
indication of a breakthrough in Senate Republican Party solidarity, since 
it was sponsored by an influential member of the party ® who did not join 
in the sponsorship of Senate Joint Resolution No. 14 as he had in 1959 
in respect to its then counterpart. Senate Joint Resolution No. 26 would 
have permitted complete legislative discretion in the classification of all 
types of property and, while retaining the uniformity requirement as to 
each class, would not impose the ad valorem limitation; nor, in respect to 
taxes on income would it have required subsequent electorate approval, 
though it authorized only a uniform nongraduated tax on income with a 
maximum permissible rate of six per cent.®! 

Of importance also, as a straw in the wind, is the fact that the 1961 
session did not produce a House resolution which could be identified as 
the Republican Party measure. Unlike the 1959 experience in which a 
number of influential House Republican leaders offered a measure ®? which 
paralleled the Senate Republican proposal ® except that it expressly pro- 
hibited the levy of any tax measured on or by income, the 1961 Republican 
House leadership proposed nothing by way of formal resolution. Inferences 
are dangerous, but it may not be amiss to suggest that the House Republican 
Party leaders were willing to accept the Senate proposal of their party with 
its limited, though referendum conditioned, authorization of a uniform 
nongraduated tax on income. If there is a measure of truth in this specu- 
lation, it may heighten the prospects of bipartisan agreement on some 
income tax proposal in the future.* 

It should not be inferred from the foregoing references to Republican 
Party difference in approach that the Democratic Party was united behind 
the Governor’s proposal for unlimited tax authorization.® Contrary infer- 
ences may in fact be in order. Thus, no attempt was made to introduce 


59 See note 17 supra. 

69 Senator David Davis. 

61 Itt. SEN. J. § 1, at 34 (1961). 

62 H.J. Res. 48, Int. House J. 1101 (1959). 

63 See note 17 supra. 

64 Unconfirmed newspaper reports indicate that the Governor may have relented 
in his ultimatum to the 72d General Assembly to adopt a revenue article amendment 
or face a 1962 special session for this purpose. It is thus probable that the issue may 
not be faced again until the 73d General Assembly convenes in 1963. 


65 See note 43 supra. 
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the Governor’s proposal in the Senate. More significantly, the House spon- 
sorship included no member readily identifiable with the political leadership 
in Cook County, indicating, perhaps, that the powerful political influence 
of the Mayor of Chicago was not committed to the Governor’s proposal. 
Adding further to the uncertainty of Democratic Party unity was the fact 
that four of the sponsors ** of the Governor’s proposal subsequently joined 
with four other Democratic members in the sponsorship of House Joint 
Resolution No. 45,°7 which proposed the retention of the ad valorem 
uniform tax on real property only and authorization for a tax on income 
in an amount not to exceed ten per cent of the income tax imposed by 
federal law.®8 


VALIDITY OF THE Bachrach PrincIPLE 


Thus far this paper has dealt primarily with the impact of Bachrach 
v. Nelson upon subsequent legislative efforts to resolve the problem of 
constitutional revenue article revision, especially in respect to the thorny 
income tax issue. From this it may be inferred that there can be no valid 
legislative entry into the field of income tax without antecedent enabling 
constitutional authorization. The inference is justified only in respect to 
a graduated income tax with exemptions, the precise format of the statute 
declared invalid in Bachrach, for only if the supreme court directly over- 
rules and reverses itself can such a tax be deemed constitutionally permissible 
within the existing provisions of the state constitution. That Bachrach may 
not preclude a nongraduated uniform income levy is a position advanced 
by several students of taxation.®® Moreover, since Bachrach, the supreme 
court has sustained so-called “use taxes” which are difficult to rationalize 
with the rigid formulation of tax authority spelled out in Bachrach.” Again, 
there is current a belief that Bachrach was wrongly decided on principle 
and precedent ™ and that given another opportunity to pass on the question, 
the court may overrule or modify its decision. Finally, there is the relatively 
new factor of developing support for income tax legislation by important 
political, governmental, and agricultural interests.”* 


66 Representatives Marks, Mikva, Scariano, and Simon. 

87 Itt. House J. 69 (1961). 

887d. § 1. 

69 Cushman, The Proposed Revenue Amendment—A Reform Long Overdue, 45 
Itt. B.J. 88 (1956); Comment, Is Any Desirable Type of General Income Tax Consti- 
tutional in Illinois?, 35 Itt. L. Rev. 730 (1941). 

7 Johnson v. Halpin, 413 Ill. 257, 108 N.E.2d 429 (1952), cert. denied, 345 US. 
923, 73 Sup. Ct. 781 (1953); Turner v. Wright, 11 Ill. 2d 161, 142 N.E.2d 84 (1957). 

™ Lucas, Nonproperty Taxes Under the Illinois Constitution, 25 U. Cut. L. Rev. 
63 (1957). 

72JIn addition to the proposals introduced in the 71st and 72d General Assemblies 
establishing the need for tax authorization of this kind, such major organizations as 
the Illinois Agricultural Association, the Illinois Educational Association, and the Illinois 
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In this light, further analysis of Bachrach may be important in the 
event that constitutional authorization of income levies does not soon 
become a reality. Before entering upon this analysis, it is necessary to note 
that the 1916, 1922, 1926, and 1930 proposed amendments to the consti- 
tution,”* which either expressly or inferentially authorized graduated in- 
come levies, were not conceived by the court in Bachrach as evidence of 
the lack of power to impose such taxes. It is a singular fact that the 
decision which expends so much of its analysis on the historical conditions 
surrounding the 1818, 1848, and 1870 constitutional revenue authorizations, 
concluding therefrom that taxes on income were beyond the power of the 
General Assembly, makes no reference to the authorizations for such levies 
in the rejected revenue amendments antedating the decision. If such author- 
izations were indeed necessary to invest the legislature with a power which 
did not exist, the fact of their adoption by the legislature should have been 
compelling evidence to the court in further support of the Bachrach deci- 
sion. Logically it may be inferred, therefore, that the court’s failure to 
utilize this “evidence” was based on its judgment that no such conclusion 
could be drawn from this particular shred of history. Other relevant history 
supports this judgment. There had not been, in fact, at the time of such 
amendatory proposals, any decisions casting doubt on the power to levy 
income taxes for the simple reason that the legislature, prior to 1932, had 
not acted to impose such tax. The inequities of the ad valorem property 
tax, the distortion of the uniformity requirement by the vagaries of local 
assessment practices, the escape from taxation of large forms of intangible 
wealth which could not fairly be structured within the property tax, the 
need for flexibility in the classification of property for tax purposes—these 
and other considerations, rather than any judgment that express specification 
of power to tax income was constitutionally requisite to the validity of 
such tax, were the primary motivations for the proposed amendments 
antedating Bachrach." 

What of the validity of Bachrach as a defensible prescription of the 
constitutional taxing power? Does it express immutable principles which 
preclude a graduated income tax by legislative action unsupported by consti- 
tutional amendment? The answers to these questions are obviously specu- 
lative but it is not amiss to theorize that post-Bachrach developments 
provide substantial hints that suggest the possibility of a modification or 
reversal of the decision, assuming of course that the necessary legislative 


Municipal League have endorsed the need for constitutional amendments authorizing 
graduated taxes upon income. 

73 See notes 5, 8, and 10 supra. 

™ Goodwin, How Should the Illinois Constitution Be Amended?, 9 Itt. L. Rev. 
601, 607 n.10 (1915); Fairlie, Constitutional Provisions in Taxation, 2 It. L. Buty. 321 
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majorities can be mustered in support of a new attempt at a graduated 
income tax. 

We start with the language of Bachrach itself. After noting that “for 
over a century Illinois has been definitely committed to the policy of raising 
its needed revenue by a general property tax, with the burden apportioned 
according to valuation,” * the decision states that by section 2 of article IX 
of the constitution of 1848 * “it is apparent that the general property tax 
was made mandatory and that general property taxation by valuation was 
made the exclusive method of apportioning the tax burden ‘so that every 
person and corporation shall pay a tax in proportion to the value of his or 
her property.” 7 Since section 1 of article IX of the constitution of 
Illinois,”® in the context of the immediate issue, is identical with section 2 
of article IX of the 1848 constitution,” it necessarily follows, that the present 
constitution also makes the general property tax “mandatory” ® and general 
property taxation by valuation “the exclusive method of apportioning the 
tax burden ‘so that every person and corporation shall pay a tax in pro- 
portion to the value of his or her property.’ ” *! 

What is the meaning of “mandatory” and “exclusive method of ap- 
portioning the tax burden,” the terms which form so significant a foun- 
dation of the ultimate decision in Bachrach? If at the date of the decision, 
October 22, 1932, these terms meant that the General Assembly was under 
the constitutional compulsion of levying a state ad valorem property tax 
in order to assure the mandate of equitable distribution of the tax burden, 
barely one year later the same court expressly repudiated this principle in 
Reif v. Barrett,5? in which it sustained the Retailers’ Occupation Tax Act 
enacted in 1933.8% In answering the contention that the retailer’s occupa- 
tion tax might produce sufficient taxes so that owners of real and personal 
property might not have to pay any taxes on such property, the court said: 


“If in the suppositious case advanced by the appellants (which case 
we find some difficulty in assuming) there was raised from the occupa- 
tion tax a sufficient fund to relieve those tax-payers who did not come 
under the class embraced in the provisions of the Retailer’s Occupation 
Tax act from paying any real estate or personal property tax, there 


7 349 Ill. at 584, 182 N.E. at 911. 

7 “The General Assembly shall provide for levying a tax by valuation, so that 
every person and corporation shall pay a tax in proportion to the value of his or her 
property... .” 

77 349 Tll. at 586, 182 N.E. at 912. (Emphasis added.) 

78 See note 3 supra. 

7 See note 76 supra. 

89 See text accompanying note 77 supra. 

81 See text accompanying note 77 supra. 

82355 Ill. 104, 188 N.E. 889 (1933). 

83 Tl]. Laws 1933, at 924. 
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would be no violation of the constitutional provisions as to uniformity 
and equality in taxation, nor would there be any commutation of 
taxes violative of the constitution. Under the constitution the legis- 
lature is limited in its power to levy three classes of taxes, as above 
stated. The constitution does not require all three of such classes of 
taxes to be levied—it merely restricts the levy of taxes to these three 
classes.” 54 


It is, of course, an ironic addendum that the “suppositious case” which 
the court found “some difficulty in assuming,” actually occurred almost 
before the ink was dry on its opinion and that in fact no state property 
taxes have been levied and collected for any purpose since 1932. *> Thus 
the pervading principle of a mandatory property tax necessary to equality 
of distribution of the tax burden, so boldly and confidently asserted in 
Bachrach, was completely negated by the same court within a span of 14 
months, with the result that no person or corporation, since 1932, has paid 
a tax in proportion to the value of his, her, or its property. The fact is, 
therefore, that in a very real sense Bachrach has been overruled by Reif 
v. Barrett, and its “scholarly historical review” ®* of the meaning of 
sections 1 and 2 of article 1X of the constitution of Illinois rejected by the 
very court which pronounced the Bachrach principles of taxation. 

In characterizing the general property tax as mandatory and as the 
exclusive method of apportioning the tax burden in proportion to value, 
Bachrach, of course, reaffirmed the legislative power to enact nonproperty 
taxes free of the ad valorem principle, subject only to the requirements 
of uniformity and reasonableness of classification. The second clause of 
section 2 of the constitution of 1848 87 and section 6 of that constitution,®* 
the provisions of which were readopted, respectively, in sections 1 and 2 


84 355 Ill. at 137, 188 N.E. at 902-03. 

85 The same General Assembly which enacted the Retailers’ Occupation Tax Act 
also authorized a property tax levy for state purposes for the 1933-1935 biennium, 
but the state levy board was authorized to reduce or abate the tax in its entirety if 
receipts from the occupation tax were sufficient. The property tax for general state 
purposes was in fact eliminated by the state levy board in December 1933, leaving only 
temporarily in effect the state property tax for the University of Illinois and for the 
special blind relief fund, Ill. Laws 1933, at 210, 945, 947, which levies were abated in 
1934, 

86 The Bachrach decision is so referred to in Johnson v. Halpin, 413 Ill. 257, 265, 
108 N.E.2d 429, 434 (1952), cert. denied, 345 U.S. 923, 73 Sup. Ct. 781 (1953). 

87 “'BJut the general assembly shall have power to tax peddlers, bankers, merchants, 
commission merchants, showmen, jugglers, innkeepers, toll bridges and ferries, and 
persons using and exercising franchises and privileges, in such manner as they shall, 
from time to time, direct.” 

88 “The specification of the objects and subjects of taxation shall not deprive the 
General Assembly of the power to require other objects or subjects to be taxed, in 
such manner as may be consistent with the principles of taxation fixed in this Consti- 
tution.” 
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of the constitution of 1870 ®® with minor changes only,®® authorized the 
imposition of taxes designated by the Bachrach court as occupation, privi- 
lege, and franchise taxes. The primacy of the general property tax was 
clearly emphasized by that court in its reference to “the supplementary 
character of special taxes or license fees on occupations, franchises and 
privileges specifically authorized by section 2 of article 9 of the consti- 
tution.” *! But in Reif v. Barrett, as we have seen, this facet of the Bachrach 
principle was also overruled, though not in precise terms, by the court’s 
statement that the constitution “does not require all three of such classes 

. to be levied—it merely restricts the levy of taxes to these three 
classes.” °? The three classes are explicitly defined in Bachrach as “(1) 
property taxes on a valuation basis; (2) occupation taxes; and (3) franchise 
or privilege taxes.” %% 

The state, in Bachrach, sought to justify the income levy under section 
2, article IX of the constitution.®* In doing so it placed its reliance, not 
without a reasonable measure of confidence, principally upon Kochersperger 
v. Drake,*® Harder’s Fire Proof Storage Co. v. City of Chieago,®* Metro- 
polis Theatre Co. v. City of Chicago,®* and People v. Deep Rock Oil 
Corp.°8 The court summarily disposes of these authorities with the obser- 
vation that it does “not find any of them relevant, since they all pertain 
to taxes or license fees either upon occupations, franchises or privileges, 
and it is not claimed that an income tax falls within any of these classifi- 
cations.” ®® This analysis is somewhat less than logically decisive. The 
Kochersperger case was the first instance of a state nonproperty tax being 
challenged under the 1870 constitution. The Illinois Inheritance Tax 1° 
imposed graduated rates of levies upon property devised by will, or vesting 


89 See note 3 supra. 

% Section 1 of the 1870 constitution added to the categories specified in § 2 of 
the 1848 constitution, the following: auctioneers, grocery keepers, liquor sales, insurance, 
telegraph and express interests or business, and vendors of patents. It also added the 
requirement that such taxes shall be levied “by general law, uniform as to the class 
upon which it operates.” Section 6 of the 1848 constitution and § 2 of the 1870 
constitution remained identical. 

91 349 Ill. at 591, 182 N.E. at 914. Since § 2 of art. IX of the 1870 constitution is 
deemed by the court to authorize expansion of the specific occupations, franchises, 
and privileges noted in § 1, the latter must also fall within its characterization as 
“supplementary.” 

92 355 Ill. at 137, 188 N.E. at 903. 

93 349 Ill. at 589, 182 N.E. at 913. 

%4 See note 3 supra. 

% 167 Ill. 122, 47 N.E. 321 (1897). 

96 235 Ill. 58, 85 N.E. 245 (1908). 

97246 Ill. 20, 92 N.E. 597 (1910). 

8 343 Til. 388, 175 N.E. 572 (1931). 

99 349 Ill. at 591, 182 N.E. at 913. 

100 T]], Laws 1895, at 301. 
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by inheritance under the laws of intestacy, measured by the value of the 
property. It was challenged as a constitutionally impermissible tax on prop- 
erty, violative of the ad valorem requirement of section 1 of article IX. 
Viewed as a tax on property, the statute could not successfully withstand 
the attack. But viewed as a tax on a privilege within the second clause of 
section 1 of article IX, it need meet only the uniformity of classification 
principle expressed in that clause. The court was quick to perceive and 
apply the distinction, sustaining the statute as a tax upon the “right of 
succession to the ownership of property” 1! the transfer of which, upon 
the death of the owner, is subject to laws governing the devise or descent 
of property. In a way the court indulged in an act of faith since one may 
search the statute in its entirety and find not a single reference to the tax 
as a tax on the right or privilege of succession to the ownership of property. 
Quite to the contrary, both in the title of the statute 1°? and in its body,!% 
the language refers to the levy as a tax on property. Admittedly, a court 
has ample and proper discretion to determine the true nature of a tax from 
an analysis of its character and effect, and in the process to depart from 
statutory references which do not accord with its ultimate judgment. It 
is a curious state of affairs, however, when a court transforms into a privi- 
lege tax that which the legislature has literally described as a property 
tax, as it did in Kochersperger, and in Bachrach to determine that a tax on 
persons measured by income is a tax on property when the title 1°* and 
body 1 of the act show a legislative purpose to impose something other 
than a property tax, and most realistically a tax falling within the non- 
property authorizations of sections 1 and 2 of the constitution. Nor is the 
anomaly illuminated by the fact that the statute involved in Kochersperger 
cast a tax burden not only upon the corpus of the property but as well 
upon “income therefrom,” 1% a concept which has carried over into the 
present structure of the law.17 

Kochersperger, says the court, deals with a statutory privilege, the 
right to succession to property upon death, which is wholly within the 
power of the legislature to grant, withhold, or condition. As such a privi- 


101 167 Ill. at 125-26, 47 N.E. at 322. 

102 Tl], Laws 1895, at 301: “An act to tax gifts, legacies and inheritances in certain 
cases and to provide for the collection of the same.” 

103 JJ. § 1, at 301-02: “All property, real, personal and mixed which shall pass by 


will or by the intestate laws of this State ... is . . . subject to a tax at the rate 
hereinafter specified. . . .” Id. § 6, at 304: “Every sum of money retained by any 
executor, administrator or trustee, or paid into his hands for any tax on any 
property. 


— il. an Ist Spec. Sess. 1932, at 91: “An act in relation to a tax upon persons 
and fiduciaries based upon income.” 

105 Jd. §§ 2, 3, at 92. 

106 Supra note 100, § 1. 

107 Tut, Rev. Stat. c. 120, § 375 (1961). 
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lege it quite properly falls within the Bachrach trinity of authorized sub- 
jects or objects of taxation. Yet when the Inheritance Tax Act was there- 
after applied to an inter vivos gift made in contemplation of death, an 
action which cannot be considered within the concept of a privilege wholly 
within the power of legislative control, the court, in Jn re Estate of 
Benton,® with a slight nod of deference to the Kochersperger rationale, 
but without explaining the constitutional basis of its decision, sustained 
the statute purely on interpretive grounds. 

The Benton case, therefore, must mean that the concept of “privilege” 
as expounded in Kochersperger is subject to legislative definition and ex- 
pansion, and need not in fact pertain to the exercise of an act within the 
legislative power to grant or proscribe. On this ground, the Bachrach 
rejection of Kochersperger and Benton becomes difficult to understand 
except perhaps in the context of the court’s statement in Bachrach that it 
was not claimed by the state “that an income tax falls within any of these 
classifications.” °° But surely, by the court’s own concession, this was 
an unimaginative treatment of the state’s position. For if, as the court says, 
the state was seeking to justify the income tax under section 2 of article 
IX," and if that section, as the court concedes, was intended “to add new 
occupations, franchises and privileges to the list specifically designated for 
taxation by . . . section 1 in the constitution of 1870,”11! the obvious 
logic of this relationship is that the state was indeed seeking to justify the 
tax within any of the authorized constitutional nonproperty classifications. 
And if, in fact, the state did not articulate this premise to the enlighten- 
ment of the court, a slight exercise of judicial ingenuity, much less than 
that indulged in in Kochersperger, would have revealed the state’s position. 
If this had been done, the court would have faced squarely the issue whether 
the earning of income is a taxable privilege within the meaning of the consti- 
tution. As it is, the issue remains in doubt, except to those, and there are 
many, who stoutly maintain that Bachrach, absent a constitutional amend- 
ment, forecloses now and forever, the levy of a graduated income tax. 

While it may have been logically defensible for the court in Bachrach 
to distinguish Kochersperger 14? on the ground that the “right” to inherit 
or acquire property by devise is a “privilege” within the meaning of that 
term in section 1, article IX of the constitution, though, as noted, In re 
Benton extended the privilege concept to inter vivos gifts made in contem- 
plation of death, no such rationale was readily available to distinguish 
Harder’s Fire Proof Storage Co. v. City of Chicago.8 In Harder a Chicago 


108 234 Ill. 366, 84 N.E. 1026 (1908). 
109 349 Tl]. at 591, 182 N.E. at 913. 
110See note 3 supra. 

111 349 Ill. at 587, 182 N.E. at 912. 
112 167 Tll. 122, 47 N.E. 321 (1897). 
113 235 Tl. 58, 85 N.E. 245 (1908). 
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ordinance imposed a license fee upon vehicles transporting freight on the 
streets of the city. It was contended, among other grounds, that the use 
of streets was not a taxable privilege either within the direct specification of 
that term in section 1 of article IX, or implicitly within the taxing authority 
delegated to municipalities by the constitution.144 The court thought the 
determination of this issue to be irrelevant. The tax was sustained under 
section 2 of article IX of the constitution,!> the court stating that the 
power to tax “other objects or subjects of taxation” clearly conferred the 
questioned authority without regard to whether the activity was a taxable 
privilege within the provisions of section 1 of article IX. In Bachrach, the 
court completely ignores this ground of decision and dismisses Harder’s 
as well as Kochersperger and other cited authorities * because they pertain 
to taxes or license fees upon either occupations, franchises, or privileges. 
Harder’s expressed a principle of taxing power beyond any prior judicial 
conception. In its broadest reach it would surely have justified the gradu- 
ated income tax invalidated by Bachrach. If the Bachrach court could not 
agree with the Harder’s principle it would have been perfectly justified 
in overruling or modifying it. But in rejecting Harder’s upon an inad- 
missible ground it implicitly overruled Harder’s without analysis or expla- 
nation, a process which in itself casts some doubt upon the validity of the 
Bachrach principle. Subsequently, in Johnson v. Halpin,* the court, in 
sustaining the Illinois Cigarette Use Tax Act,!!® partially atoned for the 
judicial inadvertence of Bachrach in the following terms: 


“Although the court in the Harder’s Storage Co. case further stated 
that even if the use of the streets was not a privilege, the statute author- 
izing the tax could be sustained under the designation of ‘other subjects 
or objects,’ in section 2 of article IX, however, this broad construction 
of the taxing power must be deemed to be limited by the statement in 
the Bachrach case, confining the legislative taxing power to the three 
types of taxes as hereinbefore noted.” 1!* 


114 Tz, Const. art. IX, § 9: “The general assembly may vest the corporate authori- 
ties of cities, towns and villages with power to make local improvements by special 
assessment, or by special taxation of contiguous property, or otherwise. For all other 
corporate purposes, all municipal corporations may be vested with authority to assess 
and collect taxes; but such taxes shall be uniform in respect to persons and property, 
within the jurisdiction of the body imposing the same.” 

115 See note 3 supra. 

116 Metropolis Theatre Co. v. City of Chicago, 246 Ill. 20, 92 N.E. 597 (1910); 
People v. Deep Rock Oil Corp., 343 Ill. 388, 175 N.E. 572 (1931); Howland v. City 
of Chicago, 108 Ill. 496 (1884); Price v. People, 193 Ill. 114, 61 N.E. 844 (1901); 
Bessette v. People, 193 Ill. 334, 62 N.E. 215 (1901); Condon v. Village of Forest Park, 
278 Ill. 218, 115 N.E. 825 (1917); McGrath v. City of Chicago, 309 Ill. 515, 141 N.E. 
299 (1923). 

117 413 Tl. 257, 108 N.E.2d 429 (1952), cert. denied, 345 U.S. 923, 73 Sup. Cr. 781 
(1953). 

118 Tj], Laws 1951, at 1380. 

119 413 Ill. at 268-69, 108 N.E.2d at 436. 
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Admittedly, the judicial interpretations, prior to Harder’s, of taxing 
power under sections 1 and 2 of the 1870 constitution ?*° and their prede- 
cessor sections 2 and 6 of the 1848 constitution,’*! gave little indication of 
and less encouragement to the broad concept adopted in Harder’s. Indeed, 
with the principal exception of the Kochersperger case,!*? the decisions 
were generally restrictive in character, the court straining mightily to 
justify municipal ordinances within the nonproperty authorizations of the 
constitution, and in the process delimiting, rather than liberalizing, the 
permissible areas of taxation.'** At the apex of its conservatism, the court 
held that municipal taxes could not be levied on occupations not specifically 
enumerated in section 1 of article [X.1*4 This was extraordinarily unfortu- 
nate dicta since the facts involved an occupation specifically designated 
in the constitution. Within a short time the court was compelled to retract 
when faced with a municipal tax on an occupation not so designated.!?5 
Its retreat was moderate, however, since it conditioned the power of 
taxation upon the existence of factors justifying the exercise of the state’s 
regulatory or prohibitory power. Harder’s not only swept these limitations 
aside but advanced the most liberal theory of the taxing power yet pro- 
pounded. Harder’s, in turn, was implicitly overruled by Bachrach, but 
not until Reif v. Barrett,!*° involving a general occupational tax obviously 
unrelated to the police power, and Johnson v. Halpin, which provided the 
first definitive judicial interpretation of a taxable privilege, did the confusion 
generated by Banta v. City of Chicago '*" and Price v. People 1*8 disappear. 


Jupiciat Inroaps on Bachrach 


The erosion of the Bachrach principle which actually, though perhaps 
not deliberately, began in Reif v. Barrett, has accelerated with the decisions 
in Johnson v. Halpin and Turner v. Wright,'*® the first of which sustained 
a use tax on cigarettes purchased outside the state 18° and the second a 
general use tax on property so purchased."*! More accurately both taxes 
were imposed upon the use of cigarettes and property purchased within as 


120 See note 3 supra. 

121 Tit, Const. art. IX, §§ 2, 6 (1848). 

122 167 Ill. 122, 47 N.E. 321 (1897). 

123 For an excellent analysis of these cases and their relevance to the constitutional 
taxing power, see Lucas, Nonproperty Taxes Under the Illinois Constitution, 25 U. 
Cut. L. Rev. 63 (1957). 

124 Banta v. City of Chicago, 172 Ill. 704, 50 N.E. 233 (1898). 

125 Price v. People, 193 Ill. 114, 61 N.E. 844 (1901). 

126 355 Ill. 104, 188 N.E. 889 (1934). 

127172 Ill. 704, 50 N.E. 233 (1898). 

128 193 ll. 114, 61 N.E. 844 (1901). 
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well as without the state, but each was so designed as to complement the 
underlying tax which it supported, with the net effect that purchasers of 
such items within the state paid only the use tax or the Retailer’s Occupa- 
tion Tax passed on by the seller. 

Both Johnson v. Halpin and Turner v. Wright make significant inroads 
upon the Bachrach taxing formula while carefully preserving the aura of 
continued endorsement of its general principles. Since neither case dealt 
with a tax on income, the judicial restraint which limited new exercises of 
the state’s taxing power to the precise subjects of the legislation is 
thoroughly understandable. But the necessary consequence of the use tax 
decisions is to cast further doubt on the specific holding of Bachrach relative 
to the invalidity of a graduated income tax. 

Johnson v. Halpin, in this respect, is more direct and forthright than 
Turner v. Wright, for in the former case the court meets head-on the 
issue of what constitutes a taxable privilege under section 1 of article IX. 
Rejecting the argument that “privilege” encompasses conduct permitted 
only through the forbearance or grant of authority from the state, the 
court concludes that “a taxable privilege may involve lawful rights and 
conduct enjoyed without previous legal authority, but over which the 
legislature has some power of control or classification.” 182 Further, “With 
reference to the specific privilege tax herein—on the use of cigarettes— 
it is evident that the right to use cigarettes is not created by the legislature 
any more than is the right to use the streets and highways.” 13% 

The peripheral doubt created by Johnson v. Halpin as to the validity 
of a graduated income tax lies in its conjunction of the phrase “but over 
which the legislature has some power of control or classification,” 1°* with 
its express recognition that a taxable privilege “may involve lawful rights 
and conduct enjoyed without previous legal authority,” 1**° and in its 
reference to the power of the state to “control and even abolish the right 
to use cigarettes,” 18° Is the right to earn income, apart from an occupa- 
tional status which itself confers taxing authority, a taxable privilege within 
the meaning of section 1 of article IX? Is the right of an employee to 
wages, of a corporate executive to salary, of an investor in securities to 
the income therefrom, the exercise of a right or privilege “over which 
the legislature has some power of control or classification”? A tax on an 
occupation measured by gross receipts, such as the retailers’ occupation 
tax,}87 is in one sense a tax on income derived from conduct which is 


182 413 Ill. at 270, 108 N.E.2d at 436. 
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inherently a matter of common right, but the authority for and validity 
of such a tax derives from the constitutional grant of power to tax “occup- 
tions” and that the measure of the tax is in fact upon income derived from 
the occupation does not change its character as an occupation tax.138 

This distinction and the doubt thereby engendered, is preserved in 
sharper terms by Turner v. Wright. In that case, the court in sustaining 
a general use tax 18° complementary to the Retailers’ Occupation Tax Act, 
apparently agreed with the Johnson v. Halpin definition of a taxable privi- 
lege but declined to rule on the issue whether the use of personal property 
over which the state had no power of prohibition or control constituted 
a taxable privilege. Upholding the tax on the very narrow ground that the 
state has the power to enact a supplemental tax for the purpose of protecting 
from evasion or avoidance the base of the valid tax which it supports, the 
court observes, “Whether the General Assembly could go further and 
broaden the base of the use tax beyond the limits of the occupation tax 
upon retailers is not before us.” 14° In re Benton,!*! which sustains the 
inheritance tax on inter vivos gifts made in contemplation of death (a 
subject concededly not a privilege in the narrow sense, but an exercise of 
an inherent right), loses part of its force as authority for the imposition of 
a graduated income tax. This is because in Turner the court views this tax 
as relevant precedent for its decision, the purpose of the tax being to save 
the base of the inheritance tax from evasion or avoidance.!*? 

Cases like People v. Deep Rock Oil Corp.'*® and Metropolis Theatre 
Co. v. City of Chicago,'** which were relied on by the state in Bachrach, 
may yet become the leverage for a new look at the issue of graduated 
income tax legislation, despite their rather casual rejection by the Bachrach 
court. Deep Rock Oil Corp. sustained the Motor Fuel Tax Law under 
which a tax was levied “on the privilege of operating motor vehicles upon 
the public highways of this state.” 14° The court rejected a proliferation 
of challenges that the tax was in effect a tax on property and therefore 
invalid as not being levied ad valorem, that the statute imposed double 
taxation since the motor vehicle was taxed separately as property, and that 
the statute amounted to double taxation on privileges since the owner 
already was taxed under the Motor Vehicle Law ‘4° for the privilege of 
operating motor vehicles on the highways. The significance of Deep Rock 


138 Reif v. Barrett, 355 Ill. 104, 188 N.E. 889 (1934). 
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Oil Corp. in relation to Bachrach is the holding that the same privilege may 
constitutionally be taxed more than once where the total does not exceed 
reasonable taxation for the privilege enjoyed. In Deep Rock Oil Corp. 
the tax on the privilege was measured by the use of the highways as deter- 
mined by the amount of the gasoline consumed, whereas under the Motor 
Vehicle Act the so-called license tax was measured by the character and 
horsepower of the vehicle. The tax sustained in Deep Rock Oil Corp. was 
wholly independent and not supplementary to the Motor Vehicle Act 
registration and license tax and thus is not limited by the Turner v. Wright 
principle. At the same time, it effectively subclassified a single privilege 
and inferentially lends support to a similar classification and exemption 
pattern which would characterize a graduated income tax. But on the 
other side of the coin, and without regard to whether the operation of a 
motor vehicle is a right or a privilege, the use of a motor vehicle is clearly 
within the limitation of Johnson v. Halpin as conduct “over which the 
legislature has some power of control or classification.” 147 

Metropolis Theatre Co. v. City of Chicago sustained a municipal 
ordinance which imposed a graduated “license fee” upon entertainment 
given for gain, based upon the highest price of admission charged to 
patrons. Denominating the excise as a license for revenue, as distinguished 
from a license for regulatory purposes, the court gave short shrift to the 
argument that the classification was unauthorized by the constitution. Thus 
a progressive tax upon a single subject or object of taxation, similar in 
effect to a graduated income tax pattern, was sustained. But here also there 
must be the cautionary reminder that the tax fell upon conduct “over 
which the legislature has some power of control or classification,” since 
it can readily be justified as an occupation tax under section 1 of article IX. 


TAXING INCOME AS A PRIVILEGE 


Ultimately, the crucial issue may be the meaning of the phrase in 
Johnson v. Halpin relative to the legislative authority to exercise “some 
power of control or classification” over the conduct or activity which is 
sought to be taxed. The phrase is itself ambiguity in its classic form. 
Clearly, in Johnson v. Halpin it goes beyond conduct which is taxable as 
an occupation, but equally clearly in Turner v. Wright, it is limited by the 
court’s deliberately selective language to the taxation of privileges necessary 
to prevent avoidance or evasion of the occupation tax. In a broad sense 
the phrase, as a limitation, is meaningless since it is difficult to conceive 
of any activity or conduct, in the economic sphere, which is not subject 
to some measure of control or classification. Thus, on the simplest level, 
a wage earner’s right to earn income has consistently been subjected to 
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legislative classification and power in a number of areas.!48 The right or 
privilege to earn income on security investments is affected by the state’s 
regulatory powers prescribed in the blue-sky law.1*® And corporate or 
fiduciary activities leading to the production of income are subjected to a 
considerable measure of legislative power of control.1®° It is plausible, 
therefore, to suggest that no area of activity involving any aspect of 
economic productivity is wholly beyond the state’s power of control or 
classification. Taken in its widest perspective, therefore, the Johnson v. 
Halpin formulation may well support the principle that personal or corpo- 
rate income derives from a privilege which is taxable under the present 
constitution. 

It has been stated that Bachrach v. Nelson does not foreclose a flat, 
ungraduated income tax, either gross or net, under the present consti- 
tution.’5! Indeed it is argued that such a prohibition under the present 
constitution would cast “grave doubts upon the State’s principal sources 
of revenue,” namely the retailers’ occupation and utility taxes, since these 
taxes “are simply flat rate gross income taxes upon merchants and utilities 
. .. cast in the mold of occupation taxes... .” 15? It is uncertain how this 
conclusion can be categorically affirmed. If Bachrach means that income 
derived from property or earnings is property which allows for no standard 
of taxation other than in accordance with the ad valorem principle, a flat 
rate tax on income, not measured by value, would be prohibited. And if 
based on value, it could not validly be imposed unless all other real and 
tangible personal property were also taxed ad valorem by the state. As 
already noted, the state has imposed no property tax since 1932 and 
assuming, as is most reasonable, that there is little likelihood of a return 
by the state to this source of revenue, it would appear that a property tax 
limited to income could not withstand the constitutional mandate of uni- 
formity. On the other hand, if it is suggested that a flat rate income 
tax can be imposed in the form of a privilege tax, then it is difficult 
to see why the same reasoning would not support a graduated income 
tax with exemptions. Such cases as Kochersperger v. Drake, People v. 


148 T]lustrative only, and far from exhaustive, are such laws as the One Day Rest 
in Seven Act, Itt. Rev. Stat. c. 48, §§ 8a-h (1961); Wage Discrimination Act, id. c. 
48, §§ 4a-b; Child Labor Laws, id. c. 48, §§ 31.1-.22; Industrial Home Work Law, id. 
c. 48, §§ 251-60; Minimum Wage Standards for Women and Minors, id. c. 48, §§ 
198.1-.17. 

149 Tir. Rev. Srat. c. 121%, §§ 137.1-.19 (1961). 

150“An act concerning liability for participation in breaches of fiduciary obliga- 
tions,” Int. Rev. Stat. c. 98, §§ 234-45 (1961); Business Corporation Act, id. c. 32. 

151 Cushman, The Proposed Revision of Article IX of the Illinois Constitution, 
1952 U. Int. L.F. 226, 238, 239; Cushman, The Proposed Revenue Amendment—A 
Reform Long Overdue, 45 Itt. B.J. 88, 96 (1956); Comment, Js Any Desirable Type of 
General Income Tax Constitutional in Illinois?, 35 Int. L. Rev. 730, 736 (1941). 
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Deep Rock Oil Corp., and Metropolis Theatre Co. v. City of Chicago 
all recognized the validity of classification and subclassification of privileges, 
and the levy of progressive rates or additional taxes upon the privileges 
concerned. Nor does it necessarily follow that a preclusion under Bachrach 
of constitutional authority to levy a flat rate income tax would cast grave 
doubts on the validity of the retailers’ occupation tax since the latter tax 
is referable to the occupational taxing power presently granted,!®* thus 
providing a relatively easy basis for judicial distinction. Thus if a flat rate 
income tax is levied upon income sources other than occupations, it may 
in fact be interdicted by Bachrach unless the court explains Bachrach with 
more clarity than is now the case, or unless the tax is sustained as a taxable 
privilege within the present constitutional language. 

On its face, Bachrach does not distinguish between income derived 
from property and income derived from other sources, as is suggested by 
the writers 5 who see no constitutional objection to the levy of a flat 
rate income tax. It is true that Bachrach says that “a tax upon the income 
of property is in reality a tax upon the property itself,” and that “income 
derived from property is also property.” 15> But it also says that “ ‘property’ 
includes everything which goes to make up one’s wealth or estate,” 1°* and 
it adopts the authority of several cases which held that the salary of an 
office is property.157 Moreover, it is clear that the Illinois law %* which 
was invalidated in Bachrach laid a tax upon all forms of personal and corpo- 
rate income and that the court did not propose or suggest distinctions 
between different species of income. Thus, it does not appear that there 
is any maneuverability within the literal doctrine of Bachrach upon which 
one may confidently predict the validity of a flat rate income tax. 

If, without constitutional amendment, the legislature of Illinois should 
enact a tax on income, flat rate or graduated, gross or net, and with or 
without exemptions,!®® it will be necessary for the court to rethink the 
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tax paid to the federal government from earnings derived within this state. This 
measure received a favorable recommendation of the House Committee on Revenue 
but died on second reading without reaching passage stage. 
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validity of the Bachrach rationale and the authorities upon which it relied. 
Principal reliance was placed on Pollock v. Farmers’ Loan & Trust Co.,) 
which invalidated the 1894 Federal Income Tax Act imposing a flat rate 
tax of two per cent on all income over $4,000. The court held that the 
tax as applied to rent or income from real estate was a direct tax on land 
and in violation of the federal constitution because not apportioned ac- 
cording to representation.’*! Long before Bachrach, however, the validity 
of that decision had been seriously undermined by subsequent decisions,1® 
and whatever lingering doubt remained was put to rest in New York ex rel. 
Cohn v. Graves,!® decided five years after Bachrach, in which the court 
sustained a state tax upon income from rent on land outside the taxing 
jurisdiction, the precise holding being that a tax on the income from land 
is not a tax on the land itself. 

In respect to the then existing state authority bearing upon the validity 
of income tax laws, the court in Bachrach noted that there were eighteen 
states, including Illinois, which had adopted income tax legislation. Alluding 
to the fact that in some of these states the constitution was broad enough 
in terms to permit a graduated income tax and that in others the constitution 
placed no restriction upon the legislature in this respect,** the court 
proceeds to find the limitation in the constitution of Illinois in the ad valorem 
requirement as to property taxes, and in the historical context of the con- 
ventions of 1847 and 1870 in relation to the constitutional revenue provisions 
therein adopted. To this is added its determination that the “overwhelming 
weight of judicial authority holds that” income is property.‘ Whether 
the “overwhelming weight of authority” was as noted by the court is 
open to doubt,’ but of greater consequence is the fact that in several 
jurisdictions having constitutional provisions for ad valorem and uniform 
property taxation substantially similar to the Illinois provisions, and con- 
taining no express authorizations for the levy of an income tax, the courts 
had sustained the validity of state income taxes.'® In Featherstone v. 
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Norman '® a state statute imposing a graduated income tax keyed into 
the federal income tax liability of the taxpayer was held not to be a prop- 
erty tax and thus not within the constitutional provision that “all taxation 
shall be uniform upon the same class of subjects, and ad valorem on all 
property subject to be taxed within the territorial limits of the authority 
levying the tax.” 1° In Ludlow-Saylor Wire Co. v. Woolbrinck, a 
Missouri flat rate tax on income, with exemptions,!7!_ was sustained on the 
same ground in the face of a constitutional provision that “all property 
subject to taxation shall be taxed in proportion to its value.” 172 Bachrach 
neither analyzes nor distinguishes these very closely relevant cases.174 
Perhaps of equal relevance in any re-evaluation of Bachrach is the fact 
that today thirty-four states and the District of Columbia levy some form 
of personal income tax.!7* The majority of these tax laws were enacted 


168 Supra note 167. 
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170 Supra note 167. 
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adaptation of which depends the entire well-being and support of the commonwealth, 
the growth and development of its industrial system and the sustenance and stability 
of the State government, as well as the proper and wholesome functioning of its varied 
organs and departments. We have approached the question with a full sense of its 
momentous import and our duty to resolve, if reasonably possible, every doubt in favor 
of the validity of the law designed for the betterment of the people and to provide 
sustenance for the conduct of the government. That we have been able to reach 
this result compatibly with the restraints of the Constitution is a matter of profound 
satisfaction. Our organic law was framed in the nineteenth century, and was neces- 
sarily narrowed in its perspective by the environing conditions of contemporary life. 
The framers of that instrument were not prophets and were unable, therefore, to 
forecast future conditions which must arise ‘in the shifting attitude of human affairs’ 
in the growth of the world, or from new demands of social justice under the complex 
conditions of a more refined and developed civilization. 

“The measure which we have been considering is an embodiment in concrete 
form of the postulate of social science that the revenues of a State should flow equally 
from all its varied sources of wealth, forming an ample reservoir of power for govern- 
ment action and affording the means essential to accomplish the great ends for which the 
commonwealth was established, relating to the care and education of its youth, the 
necessities of internal improvement, the support of its charities, the conservation of 
the morals and property of its people and the due enforcement of its laws. In the act 
under review the Legislature performed, with rare intelligence and fidelity to the 
trust imposed on them by the people, an act of prescient statesmanship, without 
contravening any of the limitations imposed on their action by the Constitution of the 
State. We therefore hold the act to be valid.” 275 Mo. at 359-60, 205 S.W. at 200-01. 

174 T]linois Legislative Council, Publication 134, Constitutional Mandates for Uni- 
formity of Taxation (Nov. 1959); Ill. Leg. Council, Bulletin 3-887, Taxation by Other 
States of Illinois Residents’ Personal Income (Oct. 1960); PENNIMAN & HELLER, STATE 
INcoME Tax ADMINISTRATION (1959). 
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during the Bachrach period as a result of the collapse of the property tax 
base during the economic depression of the 1930’s. At the time of Bachrach 
the court still envisioned the state property tax as the principal form of 
state revenue. In no other way may one account for its insistence that 
the property tax was mandatory and the exclusive method of apportioning 
the tax burden.17> The swift current of events, as we have seen, forced 
the court in Reif v. Barrett, barely a year after Bachrach, to sustain the 
Retailers’ Occupation Tax Act and virtually to overrule, without so stating, 
the Bachrach rationale of the property tax. Today, with approximately 
seventy per cent of the states levying a tax on personal or corporate 
income, or both, and with the continued recognition of the existing state 
tax program as inequitable and ineffectual in reaching substantial forms 
of weath, it is not an unreasonable assumption that a new court may find, 
with justification, a logical and plausible basis for the overruling of Bachrach. 


Tax ON INCOME AS A CLAss OF PROPERTY 


If a tax on income has any chance of judicial acceptance it must be 
on the basis that such a tax is not a tax on property subject to the ad 
valorem principle of the first clause of section 1, article IX of the consti- 
tution of Illinois, but a tax on a privilege within the second clause of that 
section. A tax on income as property would assume the validity of legis- 
lative power to classify property for purposes of taxation. It is not seri- 
ously suggested by any student of the problem that such a power exists, 
notwithstanding some judicial dicta to the contrary.'" A great body of 
decisions quite clearly requires the uniform treatment of all property 
within a single indivisible class under the constitutional mandate that prop- 
erty be taxed in proportion to value, although variable methods of assess- 
ment or equalization of valuation of classes of property by administrative 
assessment have been sustained.'7 

A recent state publication states categorically that “a ‘classified’ prop- 
erty tax which would vary the valuation basis or the amount of tax for 
particular kinds of property cannot constitutionally be authorized by 
the legislature.” 178 The same conclusion was reached in an earlier report 


175 See text accompanying notes 82-86 supra. 

176 People v. Southwestern Bell Tel. Co., 377 Ill. 303, 36 N.E.2d 362 (1941); 
People ex rel. Toman v. Olympia Fields Country Club, 374 Ill. 101, 28 N.E.2d 109 
(1940). 

177 See cases noted in Note, The Constitutionality of Classification of Property for 
Tax Purposes in Illinois, 36 Int. L. Rev. 796 (1942); Comment, The Illinois Consti- 
tutional Requirement of Uniformity in Taxation, 33 Itt. L. Rev. 57 (1938). 

178 I]linois Legislative Council, Publication 134, Constitutional Mandates for Uni- 
formity of Taxation 4 (1959). See also Illinois Legislative Council, Memorandum, 
1961 Revenue Article Proposals to Date (May 29, 1961), wherein it is stated that 
“existing requirements as to uniformity of taxation in the revenue article not only 
prevent classification of property for ad valorem taxation but are also thought to 
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by a state commission established to research the constitutional and legis- 
lative structure of taxing power and authority in IIlinois.!7 The principle 
of uniformity of property taxation is so deeply ingrained in the judicial 
and legislative consciousness that even if the constitutional provision allowed 
room for flexibility in this area, which is assuredly not the case, there 
would still remain little likelihood of an alteration of this principle. The 
judicial recognition of legislative power to classify nonproperty taxes, 
subject only to the requirements of reasonableness and uniformity within 
the class, thus provides the only reasonable basis for a re-evaluation of 
Bachrach in relation to the validity of a tax on income. 


CONCLUSION 


Bachrach v. Nelson has been declared wrong on its history and logic.!®° 
It has been the purpose of this article to suggest that in its logic it has 
been drastically modified, if indeed not overruled, by subsequent decisions. 
The court has not had the opportunity to reassess the validity of Bachrach 
on the precise issue of a graduated income tax. If offered this opportunity 
it may well disagree with its former holding. 

In the meantime the graduated income tax remains the primary issue 
of the protagonists in the continuing struggle for constitutional revenue 
reform. Those who insist on the express preclusion of legislative power 
to levy such a tax prevailed on this issue in the 1952 and 1956 proposals 
which went unsuccessfully to popular referendum. Bachrach is the bargain- 
ing lever designed to maintain the status quo. But in view of the possibility 
that the Bachrach limitation may be overruled if another legislative pro- 
posal is submitted to the court, it is questionable whether subsequent revenue 
amendment proposals explicitly denying this authority can be justified as 
an effort to maintain an existing constitutional restriction. If there is sub- 
stance to this position, those who propose revenue reform as the imperative 
means of equalizing the current disproportionate tax burden may be paying 
too great a price for any future constitutional revenue proposal which 
negates such taxing authority. 

On the other hand, insistence on an express prohibition may reflect a 
bona fide conviction that the graduated income tax, on principle, should 
not be within the arsenal of state taxing weapons. If there is merit in this 
view, and, it may be conceded that the issue is reasonably arguable, it 
would appear that the limitation should be reflected not in the basic charter 


preclude enactment of a graduated income tax, so that any relaxation of the uniformity 
requirements to permit classification necessarily involves the question of an income 
tax.” Id. at 4. 

179 REVENUE Laws CoMM’N OF THE STATE OF ILLINOIS, REporT, c. VII, at 73-79 
(1949). 

180 | ucas, Nonproperty Taxes Under the Illinois Constitution, 25 U. Cut. L. Rev. 
63, 97 (1957). 
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of the state but in the restraints normally exercised in the state legislative 
process. The force of popular, professional, and political pressures con- 
stantly influence the course of legislation. Prudence would suggest that 
the decision be left to a continuing legislative judgment which is sensitive 
to changing economic conditions and responsive to the controls of the 
body politic. It should by now be evident that there can be no permanent 
and infallible economic judgment expressed in the constitution by way of 
limitation upon legislative power. The unhappy history of the present 
constitutional limitations should at the very least teach us the pitfalls of 
repeating the errors of the past. 

Finally, lest the thesis of this paper be misunderstood, it is not intended 
to suggest that there is no need to pursue constitutional revision of the 
revenue article. Quite to the contrary, and without regard to the issue 
of income taxation, it remains desperately necessary at the very least to 
unfreeze the uniformity and ad valorem requirements as they presently 
apply to the taxation of tangible and intangible personal property, to the 
end that reasonable classifications and exemptions related to an equitable 
taxing program be authorized. With like objective, the relaxation of the 
Bachrach formula, as it applies to nonproperty tax authorizations, other 
than income taxation, would appear equally desirable. The occupation- 
privilege-franchise formulation of Bachrach has introduced endless and 
unnecessary confusion and artificiality into the state’s taxing and fiscal 
structure and has forced the court into ambiguous and ambivalent analyses 
of the existing constitutional provisions. With the prospect that state and 
municipal financial burdens for essential governmental services and responsi- 
bilities will continue to increase, constitutional revision, clarification, and 
extension of the revenue authorizations become every day more imperative 
if the problems of government are to remain within manageable proportions. 











THE RETAILERS’ OCCUPATION TAX 
ACT AND RELATED TAX LAWS 


BY WILLARD ICE * 


NATuRE AND BACKGROUND OF THE TAX 


The Retailers’ Occupation Tax Act,! enacted in 1933 to fill emergency 
revenue needs growing out of the depression? and to afford a measure 
of relief to property owners who were hard hit by the depression,* has 
now been with us for more than twenty-eight years. It is unquestionably 
the backbone of the state’s revenue structure at present.* It reaches a 
large number of taxpayers® and affects a vast range of businesses, as can 
be seen from an examination of the Department of Revenue’s related Rules 
and Regulations and the court decisions under the Retailers’ Occupation 
Tax Act. 

Because of its scope and importance, and because of the difficulties 
involved in applying some key words of the act to the variety of fact 
situations which arise, the Retailers’ Occupation Tax Act has had a long 
and turbulent history of litigation. It has also been a much amended law. 

The importance of the Retailers’ Occupation Tax Act in the state’s 
revenue picture has increased as state revenue needs have soared. The 
voters have never consented to amendment of the present restrictive Reve- 


* WILLARD ICE. A.B. 1937, Illinois College; LL.B. 1939, University of 
Illinois; Head of Rules and Regulations Division, Illinois Department of 
Revenue, Springfield, Illinois. 


1Iut. Rev. Srat. c. 120, §§ 440-53 (1961). 

2 Of the tax collected before February 1, 1934, for the period from July through 
December 1933, 2 % was to be paid into the General Revenue Fund and the balance 
into the Emergency Relief Fund. After that, all collections were to be paid into the 
Occupation Tax Fund. From July 1, 1935, through June 30, 1941, one-third of the 
money collected under the Retailers’ Occupation Tax Act was earmarked for the 
Emergency Relief Fund, and the balance was required to be deposited in the Occupation 
Tax Fund. 


8 Although the state can still levy a general property tax under § 153 of the 
Revenue Act of 1939 (Itt. Rev. Stat. c. 120, § 634 (1961) ), the state has not levied 
a general property tax for state purposes since 1932. 

*Total receipts of the General Revenue Fund and the Common School Fund 
in the fiscal year ending June 30, 1961 (excluding federal aid and non-routine transfers), 
were $594,832,000, according to the Department of Finance. The retailers’ occupation 
tax and the use tax accounted for approximately $380,000,000 (or more than 60 %) 
of this amount. 

5 Combined retailers’ occupation tax and use tax registrations as of June 30, 1961, 
before the so-called “broadening bills” became laws, were 136,323, and there will be 
many thousands more registrations under those new and amendatory acts. This does 
not count the many persons who pay tax directly only once, or only occasionally, on 
a “first and final return” basis and, therefore, not often enough to have a continuing 
registration. 
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nue Article of the Illinois Constitution,® under which the General Assembly 
can levy only property taxes on a valuation basis, occupation taxes, and 
privilege and franchise taxes.? Thus, the retailers’ occupation tax appears 
to be the only available tax, tried and tested constitutionally in the courts, 
that can produce substantial, additional amounts of revenue, except for a 
reversion to a state property tax. The result is that the state retailers’ 
occupation tax rate has risen from the original rate of 2 per cent to 34% 
per cent.§ This is in addition to the % of 1 per cent locally imposed, 
state-collected municipal and county retailers’ occupation taxes, to which 
further reference will be made later. 


Basic ProvisiONsS OF THE RETAILERS’ OccupaATION Tax Act 


The Retailers’ Occupation Tax Act was administered by the Depart- 
ment of Finance until 1943, when the administration of the act was trans- 
ferred to the Department of Revenue,® which still administers the act.!° 

The Retailers’ Occupation Tax Act imposes a tax upon persons 
engaged in the business of selling tangible personal property at retail in 
this state at the rate of 3% per cent of the gross receipts from retail sales 
made in the course of such business.!1 The tax is an occupation tax imposed 
pursuant to the authority granted by sections 1 and 2 of article IX of 
the Illinois Constitution of 1870.12 The retailers’ occupation tax is measured 
by gross receipts from taxable sales. Originally, if the retailer added an 
amount to his selling price to relieve himself of the burden of the tax, 
the additional amount so collected represented taxable gross receipts.!* The 
tax rate from July 1, 1941, through June 30, 1955, was adjusted at 2 per 
cent of 98 per cent by the General Assembly (instead of a flat 2 per cent) 
in order to produce the effect of not imposing the tax on what the retailer 
collected as reimbursement for the tax. In 1955, when the complementary 
Use Tax Act was enacted '* and the retailer became a tax collector of 


8 Itt. Const. art. IX. 

TReif v. Barrett, 355 Ill. 104, 188 N.E. 889 (1933); Bachrach v. Nelson, 349 III. 
579, 182 N.E. 909 (1932). 

8 The 2 % rate was in effect from July 1, 1933, through June 30, 1935. The rate 
was 3 % from July 1, 1935, through June 30, 1941. From July 1, 1941, through June 
30, 1955, the rate was 2 % of 98 %. A 2% % rate became effective July 1, 1955, 
and remained in effect through June 30, 1959. From July 1, 1959, through June 
30, 1961, the rate was 3 %. Since July 1, 1961, the rate has been 3% %. In the 
absence of further legislative action, the rate would drop to 2% % on July 1, 1963. 

*Ity. Rev. Stat. c. 120, §§ 440, 441a (1943). 

10 Tit. Rev. Stat. c. 120, §§ 440-53 (1961); id. c. 127, § 39bl. 

117d. c. 120, § 441. 

12 Reif v. Barrett, supra note 7. 

18 Vause & Striegel, Inc. v. McKibbin, 379 Ill. 169, 39 N.E.2d 1006 (1942). 

14Ttt, Rev. Srat. c. 120, §§ 439.1-.22 (1961). 
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that tax, retaining it as his reimbursement for the retailers’ occupation tax,!® 
the General Assembly amended the definition of “gross receipts” in section 
1 of the Retailers’ Occupation Tax Act? so as to exclude his reimbursing 
tax collections from gross receipts. This eliminated the need for imposing 
the tax on only a portion of the gross receipts (such as 2 per cent of 98 
per cent, 3 per cent of 97 per cent, etc.). The rate (currently 34 per 
cent) now applies to all gross receipts from taxable sales, since the term 
“gross receipts” no longer includes reimbursing tax collections. 

A retailer is anyone who engages in the business of selling tangible 
personal property to purchasers for use or consumption, so the term 
“retailer” is not limited to retailers in the popularly understood sense, but 
includes “wholesalers,” “manufacturers,” or any other persons who engage 
in the business of selling tangible personal property to users or consumers.!* 

Section 2a of the Retailers’ Occupation Tax Act?® provides that 
every person who engages in the business of selling tangible personal 
property at retail in this state must apply to the Department for a Certifi- 
cate of Registration. No bond is required in support of the application 
except in the case of itinerant vendors.!® In addition, the taxpayer must 
obtain a Subcertificate of Registration for each additional place of business 
from which he engages in a taxable business under the act. 

Section 3 of the Retailers’ Occupation Tax Act? requires every 
taxpayer under the act to file a return with the Department on or before 
the last day of the month. The return covers the preceding calendar month. 
Retailers’ occupation tax returns are made upon a gross receipts basis. This 
means that the taxpayer is required to report receipts as and when they 
are received by him. Upon obtaining special permission from the Depart- 
ment to do so, the taxpayer may file his returns on a gross sales basis,”4 
reporting sales that are made each month whether or not anything has 
been collected from purchasers to whom the sales are made. 

Section 3 of the act also requires the taxpayer to pay the retailers’ 
occupation tax at the time the taxpayer files his monthly return with the 
Department. 

The retailer is allowed a 2 per cent discount from the tax to cover 
costs incurred in accounting for the tax.?? 


15 Td. §§ 439.3, .9. 
16 1d. § 440. 
17Franklin County Coal Co. v. Ames, 359 Ill. 178, 194 N.E. 268 (1934). 
18Ipp, Rev. Stat. c. 120, § 441a (1961). 
197d. § 451%. 
201d. § 442. 
— and Regulations Relating to Retailers’ Occupation Tax Act, art 3, at 17 
(1962). 
22 Tri. Rev. Stat. c. 120, § 442 (1961). 
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Tue Use Tax Acr 


An important part of the composite picture is the Use Tax Act,”* 
which became effective August 1, 1955, and which complements the 
Retailers’ Occupation Tax Act. It is aimed at protecting the retailers’ 
occupation tax base against being reduced by the out-of-state buying of 
tangible personal property by Illinois users from persons who do not 
engage in enough Illinois activity to be taxable under an occupation tax 
like the retailers’ occupation tax. It is also aimed at protecting retailers 
who are liable for the Illinois retailers’ occupation tax against competition 
from these out-of-state retailers, who would receive favorable tax treat- 
ment in the absence of a complementary use tax.*4 

The use tax is levied on the purchaser. In some cases, it must be 
collected from the purchaser by the seller. In other instances, the purchaser 
must pay the tax directly to the Department. As has been stated, the use 
tax is aimed primarily at out-of-state purchases where the property will 
be used in Illinois, but where the seller cannot be taxed under an occupa- 
tion tax law because of interstate commerce. However, it has also been 
necessary to impose the tax on users who make purchases in Illinois, as 
by placing the legal burden of the tax on all users who buy at retail the 
Illinois constitutional requirement of uniformity is satisfied. Under this 
arrangement the Cigarette Use Tax Act was held valid a few years ago.”® 
When the Motor Vehicle Use Tax Act deviated from this pattern in 1953 
and taxed only users buying outside Illinois, the supreme court held that 
act unconstitutional as violative of the uniformity requirement.*¢ 

The result of taxing local purchases at retail as well as similar out-of- 
state purchases is that the use tax has simply been superimposed on the 
retailers’ occupation tax. To prevent tax pyramiding by having both the 
retailers’ occupation tax and the use tax collected by the state on Illinois 
sales, the Use Tax Act contains an offsetting provision like that in the 
Cigarette Use Tax Act.?* The retailer must collect the use tax, but then 
keeps it to the extent that he is liable for retailers’ occupation tax on the 
same transaction.?8 The retailer still pays the retailers’ occupation tax to 
the state; but instead of passing on that tax to the purchaser, the retailer 
now reimburses himself for the retailers’ occupation tax by collecting and 
retaining the use tax. 


23 Id. §§ 439.1-.22. 

24Turner v. Wright, 11 Ill. 2d 161, 142 N.E.2d 84, appeal dismissed for want of 
substantial federal question, 355 U.S. 65, 78 Sup. Ct. 140 (1957). 

25 Johnson v. Halpin, 413 Ill. 257, 108 N.E.2d 429 (1952), cert. denied, 345 US. 
923, 73 Sup. Ct. 781 (1953). 

26 People ex rel. Schoon v. Carpentier, 2 Ill. 2d 468, 118 N.E.2d 315 (1954). 

27 Iii. Rev. Srat. c. 120, § 453.33 (1961). 

28 Id. § 439.9. 
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There are many out-of-state retailers who must collect the use tax 
in situations in which the seller is not liable for retailers’ occupation tax 
because of interstate commerce. In that case, the retailer must remit the 
use tax to the state. This will happen, for example, where the seller has 
nothing here but soliciting agents.?® Such seller must collect a use tax 
according to the United States Supreme Court,®° but would not be liable 
for retailers’ occupation tax. Similarly, a seller with a taxable retail outlet 
in Illinois is not liable for retailers’ occupation tax on independent sales 
which are strictly interstate mail transactions.32 However, such seller is 
required to collect the use tax on the interstate mail transactions.* Even 
out-of-state sellers who have nothing here (no office or other facilities, 
no goods and no agent) are required to register and collect and remit 
the Illinois use tax if such sellers solicit business in Illinois by mail or any 
other form of advertising.** 

Out-of-state retailers who are not required to register may voluntarily 
register and act as Illinois use tax collectors.*° Whenever possible, the 
procedure is to have the seller collect the use tax from the purchaser; 
but if the purchaser makes an out-of-state purchase from a seller who is 
not registered with the Department, the purchaser is required to pay the 
use tax directly to the Department.** 

The constitutionality of the Use Tax Act was upheld by the Illinois 
Supreme Court in 1957.37 Being complementary to the Retailers’ Occupa- 
tion Tax Act, the Use Tax Act carries the same rate of tax as the Retailers’ 
Occupation Tax Act.88 Except for covering the out-of-state purchasing 
of tangible personal property by Illinois users under circumstances where 
the seller cannot be reached by the retailers’ occupation tax, the Use Tax 
Act covers the same types of transactions as the Retailers’ Occupation Tax 


Act.°® 


29 Id. §§ 439.2, 3, 9. 

80 Scripto, Inc. v. Carson, 362 U.S. 207, 80 Sup. Cr. 619 (1960); General Trading 
Co. v. State Tax Comm’n, 322 U.S. 335, 64 Sup. Ct. 1028 (1944). 

81 Norton Co. v. Department of Revenue, 340 U.S. 534, 71 Sup. Ct. 377 (1951). 

82 [bid, 

88 General Trading Co. v. State Tax Comm’n, supra note 30. 

34 Tit. Rev. Strat. c. 120, § 439.2 (1961). 

35 Id. § 439.6. 

36 Jd. §§ 439.3, .10. 

37 Turner v. Wright, 11 Ill. 2d 161, 142 N.E.2d 84, appeal dismissed for want of 
substantial federal question, 355 U.S. 65, 78 Sup. Ct. 140 (1957); Burgess-Norton Mfg. 
Co. v. Lyons, 11 Ill. 2d 294, 143 N.E.2d 46, appeal dismissed for want of substantial 
federal question, 355 U.S. 65, 78 Sup. Ct. 142 (1957). 

38 Tit. Rev. Srat. c. 120, §§ 439.3, 441 (1961). 


39 Section 3 of the Use Tax Act reads in part as follows: “If the seller of tangible 
personal property for use would not be taxable under the Retailers’ Occupation Tax 
Act despite all elements of the sale occurring in Illinois, then the tax imposed by this 
Act shall not apply to the use of such tangible personal property in this State.” ILL. 
Rev. Srat. c. 120, § 439.3 (1961). 
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Tue MunicipaAL AND County ReraliLers’ OccuPpATION TAXES 


Although they are not state taxes, the local retailers’ occupation taxes 
cannot be ignored in any over-all description of the retailers’ occupation 
tax set-up. 

The Illinois Municipal Code authorizes municipalities to impose a 
municipal retailers’ occupation tax of not more than % of 1 per cent of 
gross receipts from taxable sales on persons engaged in the business of 
selling tangible personal property at retail in the taxing municipality.*° 
Such municipal taxes are locally imposed by ordinance, but are collected 
for the taxing municipalities and distributed to them (less a 4 per cent cost 
of collection allowance) by the Department of Revenue. As of October 
2, 1961, 1,151 municipalities had adopted this tax at the 4% of 1 per cent 
maximum rate. 

Counties are authorized by statute to impose a tax of not more than 
¥Y, of 1 per cent of the gross receipts from retail sales made by persons 
engaged in the business of selling tangible personal property at retail in 
the unincorporated area of the county.‘ This tax may be imposed, by 
ordinance or resolution, by the County Board and is then collected by 
the Department and distributed to the taxing counties, less a 4 per cent 
cost of collection allowance. As of September 22, 1961, sixty-two counties 
had adopted the county retailers’ occupation tax. 

These local retailers’ occupation taxes are imposed on the same base 
(the business of selling tangible personal property at retail) as the state 
retailers’ occupation tax and so cover the same kinds of transactions. 


PRINCIPAL INTERPRETATION QUESTIONS 


Sale at Retail 


The Retailers’ Occupation Tax Act taxes persons engaged in the 
business of selling tangible personal property at retail.4? The basic defi- 
nition in the act of sale at retail reads as follows: 


“Sale at retail’ means any transfer of the ownership of, or title to, 
tangible personal property to a purchaser, for use or consumption and 
not for resale in any form as tangible personal property, for a valuable 
consideration. Transactions whereby the possession of the property 
is transferred but the seller retains the title as security for payment of 
the selling price shall be deemed to be sales.” 4 


In the earlier cases, the supreme court defined “use” to mean “a long- 
continued possession and employment of a thing to the purpose for which 


491d. c. 24, § 8—11—1. 
411d. c. 34, § 409.1. 

42 Id. c. 120, § 441. 

43 Id. § 440. 
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it is adapted, as distinguished from a possession and employment that is 
merely temporary or occasional. The user or consumer contemplated 
by the statute is the ultimate user or consumer who will use the articles as 
long as they last or until he desires to do away with them.” The court de- 
fined consumption to mean “destruction by use.” #4 The court said that the 
user contemplated by the act was the ultimate user.*® 

As a result of this narrow conception of “use,” the court held not 
taxable, as sales for resale, sales of plumbing and heating equipment to 
plumbing and heating contractors who resold such equipment on an installed 
basis to their customers; “ sales of eyeglasses to optometrists and oculists 
who retransferred such items to their patients for whom they rendered 
professional service for a charge; ‘7 sales of leather findings and rubber heels 
to shoe repairmen for retransfer to their customers in connection with 
performing a repair service; *® sales of repair parts to watch and jewelry 
repairmen for retransfer to their customers in connection with the furnishing 
of a repair service; *® sales of medicine to doctors, hospitals, and sanitaria 
for resale as an incident to service to patients,®’ and sales of building 
materials and fixtures to construction contractors who retransferred such 
items as an incident to acting as construction contractors for others.5! 

The General Assembly sought to change this result in 1941 by adopting 
the following definition of “use or consumption” in section 1 of the 
Retailers’ Occupation Tax Act: 


“Use or consumption’, in addition to its usual and popular meaning, 
shall be construed to include the employment of tangible personal 
property by persons engaged in service occupations (including con- 
struction contracting and other service occupations of like character), 
trades or professions, in the rendering of services, where as a necessary 
incident to the rendering of such services, transfer of all or of a part 
of the tangible personal property employed in connection with the 
rendering of said services is made from the person engaged in the 
service occupation (including construction contracting and other service 
occupations of like character), trade or profession, to his customer or 
client.” 5? 


In 1944, the Supreme Court held this 1941 amendment unconstitutional 
as being beyond the scope of the title of the act in violation of section 13 


44 Revzan v. Nudelman, 370 Ill. 180, 18 N.E.2d 219 (1938). 

45 Material Serv. Corp. v. McKibbin, 380 Ill. 226, 43 N.E.2d 939 (1942). 

46 Bradley Supply Co. v. Ames, 359 Ill. 162, 194 N.E. 272 (1934). 

47 American Optical Co. v. Nudelman, 370 Ill. 627, 19 N.E.2d 582 (1939). 

48 Revzan v. Nudelman, supra note 44. 

49C. & E. Marshall Co. v. Ames, 373 Ill. 381, 26 N.E.2d 483 (1940). 

50P, H. Mallen Co. v. Department of Fin., 372 Ill. 598, 25 N.E.2d 43 (1939). 
51 Material Serv. Corp. v. McKibbin, 380 Ill. 226, 43 N.E.2d 939 (1942). 

52 Tit. Rev. Srat. c. 120, § 440 (1941). 
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of article IV of the constitution, and as being in conflict with the definition 
of “sale at retail” in the act. The latter definition excluded all sales for 
resale as tangible personal property from the tax base and was not amended 
in 1941, while the 1941 definition of “use or consumption” sought to tax 
some sales which the court had said were for resale (i.e., those made to 
servicemen for retransfer as an incident to their rendering of service for 
others for a consideration) .5* 

Also, in 1941, the General Assembly amended section 1 of the Retailers’ 
Occupation Tax Act by adding a second definition of “sale at retail” 
which, in essence, declared the sale to be at retail when made to a person 
who gives the property away to someone else who uses the property.®4 
This went beyond the old judicial concept that the user contemplated by 
the act was the ultimate user. Nevertheless, in 1952, the supreme court 
upheld the constitutionality of that 1941 amendment in Modern Dairy Co. 
v. Department of Revenue.*> That case held that sales of milk to the state 
for consumption by patients and inmates of state institutions, which feed 
such persons without charge as a part of the state’s duty to care for such 
persons, are taxable sales at retail.56 In the Modern Dairy Co. case, the 
supreme court scrapped the concept that the user contemplated by the act 
was the ultimate user and held that “use” means the act which takes the 
product off the retail market. In this case, the court also overruled Stolze 
Lumber Co. v. Stratton ** insofar as it said that the 1941 amendment, which 
expanded the definition of “use or consumption” to include incidental 
retransfers by servicemen, was outside the scope of the title of the act. 

Believing that this was an invitation by the court to tax sales to 
servicemen who retransfer the tangible personal property as an incident 
to service, the Department changed its applicable rules effective December 
13, 1952, and sought to tax such sales. This administrative action was 
overruled by the court a few months later.®* In Burrows Co. v. Hollings- 


53 Stolze Lumber Co. v. Stratton, 386 Ill. 334, 54 N.E.2d 554 (1944); Huston Bros. 
v. McKibbin, 386 Ill. 479, 54 N.E.2d 564 (1944). 

54Trt. Rev. Strat. c. 120, § 440 (1961). 

55 413 Ill. 55, 108 N.E.2d 8 (1952). 

56 The court had also held similar sales to be taxable in Fefferman v. Marohn, 
408 Ill. 542, 97 N.E.2d 785 (1951), but did not pass on any constitutional question in 
that case. There since have been 2 other cases upholding the tax on sales to purchasers 
who give the property away. One was Belleville Shoe Mfg. Co. v. Department of 
Revenue, 7 Ill. 2d 574, 131 N.E.2d 511 (1956). That case involved the sale of shoes 
to the United States armed forces which furnished the shoes to military personnel as 
a part of their equipment. The other case was Beatrice Foods Co. v. Lyons, 12 Ill. 
2d 274, 146 N.E.2d 68 (1957). It involved the sale of food products to the armed 
forces and held those sales to be taxable retail sales except where the products were 
purchased by officers to whom cash payments with which to purchase meals had been 
made by the Government. 

57 Supra note 53. 

58 The Burrows Co. v. Hollingsworth, 415 Ill. 202, 112 N.E.2d 706 (1953); Material 
Serv. Corp. v. Hollingsworth, 415 Ill. 284, 112 N.E.2d 703 (1953), 
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worth ®® the court stood by its broader definition of use in the Modern 
Dairy Co. case, but said in effect that its invitation to close the gap which 
existed in the act as the result of earlier decisions ® was an invitation to 
the legislature, rather than to the Department. Since the legislature had 
repealed the 1941 amendment broadening the definition of “use or con- 
sumption” in 1945! after that definition had been held unconstitutional 
by the supreme court in 1944, there was, in 1952, no statutory provision 
which would support the Department’s December 13, 1952, rule changes. 

The major item in this area of controversy (sales of building materials 
and fixtures to construction contractors) was brought into the tax base 
of the retailers’ occupation tax by the supreme court last June in G. S. Lyon 
e& Sons Lumber & Mfg. Co. v. Department of Revenue.® In this case, the 
Department sought to tax sales of building materials to real estate developers 
and speculative builders on the theory that they install the materials in 
real estate which they own and thereby convert the materials into real 
estate before selling or contracting to sell the real estate. Thus, when 
such persons sell the materials, they sell them as real estate rather than as 
tangible personal property and so do not come within the statutory exclu- 
sion from a sale at retail (i.e., the exclusion for resales “in any form as 
tangible personal property”).®* The supreme court not only upheld the 
Department in this contention, but also said that, under the concept of 
use announced in the Modern Dairy Co. case to the effect that use is any 
act which takes personal property off the retail market, construction con- 
tractors are users (not resellers) of the materials, and that the court was 
wrong in holding otherwise in Material Serv. Corp. v. Hollingsworth,*4 
which was overruled to the extent of such conflict. 

With respect to the rest of the so-called gap by which neither 
servicemen nor their suppliers pay tax on items that are sold to the service- 
men and resold by them as an incident to their engaging in a service 
occupation, the General Assembly, in 1961, adopted the Service Occupation 
Tax Act and the Service Use Tax Act. ® Effective August 1, 1961, the new 
Service Occupation Tax Act taxed servicemen at the rate of three per cent 
(with the rate being increased to three and one-half per cent as of December 


59 Supra note 58. 

60 Although earlier cases, discussed and cited previously, held sales to servicemen 
for retransfer as an incident to service to be nontaxable sales for resale, another group 
of cases, which will be discussed later in this article, in turn exempted the serviceman’s 
incidental resale of such tangible personal property to the user. 

61 T]]. Laws, 64th Gen. Assembly 1945, at 1278. 

62 23 [ll. 2d 180, 177 N.E.2d 316 (1961). 

63 ILL. Rev. Stat. c. 120, § 440 (1961). 

64 Supra note 58. 

6 Itt. Rev. Srat. c. 120, §§ 439.101-.121, 439.31-.51 (1961), respectively. 
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1, 1961) ®* of the cost price of tangible personal property which they pur- 
chase and retransfer as an incident to their sales of service.** Servicemen 
should pay this tax to their suppliers. Servicemen who buy items that come 
under this act outside Illinois from unregistered suppliers should pay this tax 
directly to the Department. If the serviceman cannot tell when he buys the 
property whether he will use the property in rendering service, or whether 
he will resell the property apart from rendering service, or whether he will 
ship the property out of Illinois, he may so certify to his supplier and assume 
the responsibility for accounting to the Department for the disposition of 
such property and for discharging such tax liability as may arise.®* 

The Service Use Tax Act ® complements the Service Occupation Tax 
Act in substantially the same manner in which the Use Tax Act complements 
the Retailers’ Occupation Tax Act and is aimed at accomplishing similar 
results. 

In 1961, the General Assembly amended the Retailers’ Occupation 
Tax Act and the Use Tax Act to make the definition of “sale at retail” 
include transfers of possession to users for a valuable consideration, thus 
changing lessors from legally being the users of the tangible personal 
property into sellers, commencing September 1, 1961.7° This has the effect 
of taxing receipts from the renting or leasing of tangible personal property 
to users as if such transactions were ordinary sales. 

Over the years, several other cases have aided in defining the scope 
of the phrase “use or consumption” and, therefore, the meaning of “sale 
at retail.” In Smith Oil & Ref. Co. v. Department of Finance,” the supreme 
court held sales of core oil to foundries for use in molds employed in 
producing tangible personal property for sale to be taxable retail sales. In 
Theo. B. Robertson Prod. Co. v. Nudelman,™ the court sustained the 
imposition of the retailers’ occupation tax on sales of paper plates and 
other paper products to hotels and office buildings which furnished these 
items for the use of their guests and tenants. In People ex rel. Spiegel 
v. Lyons,” the court upheld the Department’s rule exempting sales of seeds 


6 ‘When the General Assembly approved an increase in the retailers’ occupation 
tax and use tax rates from 3 % to 3% % practically at the end of its 1961 regular 
session, it failed to similarly amend the bills containing the Service Occupation Tax 
Act and the Service Use Tax Act to raise their rates from 3 % to 3% %. However, 
a subsequent special session of the General Assembly remedied this situation by passing 
House Bills No. 15 and 16, which increased the service use tax rate to 3% % as of 
December 1, 1961. 

87 Tut. Rev. Stat. c. 120, § 439.103 (1961). 

68 Ibid. 

69 Itt. Rev. Strat. c. 120, §§ 439.31-.51 (1961). 

7 Itt. Rev. Strat. c. 120, §§ 439.2, 440 (1961). 

71 371 Ill. 405, 21 N.E.2d 292 (1939). 

72 389 Ill. 281, 59 N.E.2d 655 (1945). 

731 Til. 2d 409, 115 N.E.2d 895 (1953). 
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to farmers for the growing of crops for sale as sales for resale. In H. 
Kobnstamm & Co. v. Department of Revenue,'* the court upheld the 
tax on sales of soaps and chemicals to laundries for use in rendering services 
to their customers. In Farrand Coal Co. v. Halpin,” the retailers’ occupation 
tax was held applicable to sales of coal to public utilities for use in gener- 
ating electricity which they distribute for a charge. In Western Photo © 
Supply Co. v. Lyons,* the court held sales of film to photographers for 
use in producing negatives that are retained by such photographers to be 
taxable retail sales. 


“The Business of Selling Tangible Personal Property” 


As has been stated, the retailers’ occupation tax is imposed on persons 
engaged in the business of selling tangible personal property at retail.” 
Another basic concept in this taxing provision is the phrase “the business 
of selling tangible personal property.” 

Many transactions involve both the selling of tangible personal property 
and the rendering of a service by the seller. There has been much litigation 
in this area. 

In one case,7® the supreme court held that, in providing a funeral, 
a funeral director is engaged in two severable occupations—that of selling 
caskets, flowers, and other articles at retail, and that of furnishing embalming 
and other funeral services. In the first of these activities, he is taxable. 
In the second, he is exempt. Also, in Department of Revenue v. Jennison- 
Wright Corp.,” although the seller was taxable on his sales of railroad 
ties, the court held the seller exempt on the receipts from a separate contract 
to creosote the ties for the purchaser. 

Generally, however, in transactions involving both the sale of tangible 
personal property and the furnishing of service, the court has held that 
the transaction is fully taxable or wholly exempt. If the tangible personal 
property is the primary part or substance of the transaction and the service 
incidental, the activity is a taxable business of selling tangible personal 
property (assuming that the sales are at retail). However, if the court thinks 
that the service represents the substance of the transaction, with the sale of 
the tangible personal property being incidental, the activity is primarily the 
business of rendering service and so is tax exempt because of not being the 
“business of selling tangible personal property.” 


79 [I]. 2d 182, 137 N.E.2d 354 (1956). 

7 10 Ill. 2d 507, 140 N.E.2d 698 (1957). 

76 15 [ll. 2d 318, 155 N.E.2d 1 (1958). 

7 Itt. Rev. Srat. c. 120, § 441 (1961). 

78 Ahern v. Nudelman, 374 Ill. 237, 29 N.E.2d 268 (1940). 
79 393 Ill. 401, 66 N.E.2d 395 (1946). 
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A typical enunciation of this doctrine is that contained in Mabon v. 
Nudelman:® 


“The fact to be determined is the business of the one sought to be 
subjected to the tax. 

“T]he first question to be determined is whether the business sought 
to be taxed is selling personal property at retail, in which service 
is incidental, or selling service in which supplying materials or making 
retail sales is but incidental.” 


Determining what the substance of the transaction may be is not 
simply a mathematical process, but involves the subjective tests of trying 
to evaluate what the customer is primarily bargaining for. 

Falling into the category of occupations which have been exempted 
from the retailers’ occupation tax by the supreme court on the ground 
of being service occupations, in which the selling or transferring of tangible 
personal property to users is only incidental, are these: the furnishing of 
gas and electricity by public utilities;* blueprinters, photostaters, and 
commercial photographers; §* commercial job (special order) printers; 
electrotypers, stereotypers, and matrix makers; ** optometrists and oculists 
furnishing eyeglasses to patients as a professional service; ® social clubs 
(nonprofit) selling food and drinks to members; * the selling of a machine 
or tool that is designed and produced by the seller for the purchaser on 
special order and in such a way that the item would have use or value 
(other than salvage value) only to the purchaser; §* the selling of carpeting 
that is produced on special order by the seller for the purchaser and in 
such a way as to have no commercial value (e.g., wall-to-wall carpeting) .®* 

Until recently, the supreme court has considered real estate improve- 
ment construction contractors to be engaged in a service occupation.® 
In 1955, the General Assembly provided in the Retailers’ Occupation Tax 
Act and the Use Tax Act that construction contractors should be regarded 


80 377 Ill. 331, 340, 335, 36 N.E.2d 550, 554, 552 (1941). 

81 Peoples Gas Light & Coke Co. v. Ames, 359 Ill. 152, 194 N.E. 260 (1934). 
However, the General Assembly thereafter imposed 3% gross receipts occupation taxes 
on the business of distributing, selling, and supplying gas and electricity for use or 
consumption (Ixy. Rev. Srat. c. 120, §§ 467.16-.30, 468-81a (1961) ). 


82]. A. Burgess Co. v. Ames, 359 Ill. 427, 194 N.E. 565 (1935). 


83 Wallender-Dedman Co. v. Department of Revenue, 15 Ill. 2d 485, 155 N.E.2d 
574 (1959); H. G. Adair Printing Co. v. Ames, 364 Ill. 342, 4 N.E.2d 481 (1936). 

84 A, B. C. Electrotype Co. v. Ames, 364 Ill. 360, 4 N.E.2d 476 (1936). 

85 Babcock v. Nudelman, 367 Ill. 626, 12 N.E.2d 635 (1937). 

86 Svithiod Singing Club v. McKibbin, 384 Ill. 493, 51 N.E.2d 550 (1943). 

87 Ingersoll Milling Mach. Co. v. Department of Revenue, 405 Ill. 367, 90 N.E.2d 
747 (1950). 
88 Oscar L. Paris Co. v. Lyons, 8 Ill. 2d 590, 134 N.E.2d 755 (1956). 
89 Material Serv. Corp. v. McKibbin, 380 Ill. 226, 43 N.E.2d 939 (1942). 
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as taxable retailers to the extent to which they purchase and retransfer 
tangible personal property in finished form where such property remains 
personal property when installed, even if such tangible personal property is 
furnished as a part of a construction contract. This was aimed primarily at 
taxing construction contractors on portable refrigerators and stoves which 
they included in construction contracts. The G. S. Lyon case ®° abandoned 
the idea that the real estate construction contractor is transferring or 
reselling tangible personal property as an incident to engaging in a service 
occupation and held that the contractor is the user of the tangible personal 
property which he converts into real estate, thus making the sale of such 
tangible personal property to the construction contractor the taxable retail 
sale. 

Repairmen of tangible personal property belonging to others were 
exempted for many years on the basis of the supreme court’s dictum that 
shoe repairmen were primarily engaged in a service occupation and not 
taxable,®!_ and on the supreme court’s holding that fur repairmen were 
primarily engaged in a service occupation and not taxable.®? These cases 
were supplemented by a trial court decision holding that automobile 
repairmen and machinery repairmen are engaged primarily in a service 
occupation and not taxable.%* However, effective July 11, 1957, the Re- 
tailers’ Occupation Tax Act and the Use Tax Act were amended so as to 
tax repairmen of tangible personal property belonging to users at least to 
some extent by reason of the addition, by the legislature, of the following 
provision to section 1 of the Retailers’ Occupation Tax Act (with a similar 
provision being added to section 2 of the Use Tax Act): 


“Persons who engage in the business of repairing tangible personal 
property for others by adding or incorporating therein other tangible 
personal property for use or consumption shall be deemed to be engaged 
in the business of selling tangible personal property at retail within the 
meaning of this Act when engaging in any such business and shall not 
be regarded as being engaged primarily in a service occupation in such 
transactions.” *4 


The above quoted paragraph was amended in 1961 to extend the tax 
on the repairing of tangible personal property for users, where tangible 
personal property is transferred and added to the users’ property, to the 
“remodeling or reconditioning” of tangible personal property for users by 


90 23 Ill. 2d 180, 177 N.E.2d 316 (1961). 

®1 Revzan v. Nudelman, 370 Ill. 180, 18 N.E.2d 219 (1938). 

82 Mahon v. Nudelman, 377 Ill. 331, 36 N.E.2d 550 (1941). 

%3 Triangle Machine Works, Inc. v. Workmen, No. 43 C 2114, Cook County 
(March 1945). 

Tui, Rev. Srat. c. 120, § 440 (1957); see id. § 439.2. 
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the transferring and adding of tangible personal property to the users’ 
property. 

Some other service occupation tax exemptions were also terminated 
by the General Assembly in 1961 by amendments to the Retailers’ Occupa- 
tion Tax Act and the Use Tax Act. For instance, in 1961, the General 
Assembly amended the Retailers’ Occupation Tax Act and the Use Tax 
Act so as to tax nonprofit sellers in the following terms: 


“A person whose activities are organized and conducted primarily as 
a not-for-profit service enterprise, and who engages in selling tangible 
personal property at retail (whether to the public or merely to members 
and their guests) shall be deemed to be engaged in the business of 
selling tangible personal property at retail with respect to such trans- 
actions, excepting only a person organized and operated exclusively 
for charitable, religious or educational purposes to the extent of sales 
by such person to its members, students, patients or inmates of tangible 
personal property to be used primarily for the purposes of such person, 
and to the extent of sales by such person of tangible personal property 
which is not sold or offered for sale by persons organized for profit.” 


In 1961, the General Assembly further amended the Retailers’ Occupa- 
tion Tax Act and the Use Tax Act so as partially to eliminate the service 
occupation tax exemption for special order producers of tangible personal 
property of no commercial value. This was done by adding the following 
paragraph to section 1 of the Retailers’ Occupation Tax Act: 


“A person who holds himself out as being engaged (or who habitually 
engages) in selling tangible personal property at retail shall be deemed 
to be a person engaged in the business of selling tangible personal 
property at retail hereunder with respect to such sales (and not pri- 
marily in a service occupation) notwithstanding the fact that such 
person designs and produces such tangible personal property on special 
order for the purchaser and in such a way as to render the property 
of value only to such purchaser, if such tangible personal property so 
produced on special order serves substantially the same function as 
stock or standard items of tangible personal property that are sold at 
retail.” 7 


A provision of like import was also added to the complementary Use 
Tax Act. 

On the other side of the ledger, some occupations which involve the 
selling of both tangible personal property and service, and which have 
been held by the supreme court to constitute a taxable “business of selling 
tangible personal property” at retail because the court considered the sell- 


In. Rev. Strat. c. 120, § 440 (1961); see id. § 439.2. 
%6 Td. § 440; see id. § 439.2. 
97 Id. § 440. 
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ing of the tangible personal property to be the primary consideration in 
the transaction, with service being only incidental, are these: hotel operated 
on the American plan held liable for retailers’ occupation tax on receipts 
from meals served in its restaurant or dining room despite the service of 
preparing and serving the meals; * restaurant similarly held liable on its 
retail selling of meals; nurserymen held liable on retail selling of trees 
and shrubs despite the service of transplanting, installing, grading, etc.; 1° 
manufacturers of printing inks held not to be engaged in a service occupa- 
tion despite the fact that they produced most of the printing inks on special 
order for their customers;1®! person engaged in rebuilding and recon- 
ditioning automobile parts and then selling them at retail held to be a 
taxable retailer; 1°? owner and operator of business-operated country club, 
though not taxable on his receipts from the golf course, held liable for 
retailers’ occupation tax on his receipts from sales of food and drinks to 
members and guests at bar and restaurant;1°* night club operators held 
liable for retailers’ occupation tax on receipts from selling food and drinks 
to patrons (and not to be in a service occupation) despite the furnishing 
of an entertainment service;!®* manufacturer of steel castings produced 
from designs furnished by the purchasers held liable for retailers’ occupation 
tax despite the furnishing of production engineering and know-how, and 
despite producing castings of no commercial value on special order for each 
purchaser; !® seller of specialized switchboard produced on special order 
by the seller in accordance with the buyer’s particular needs held liable 
for retailers’ occupation tax despite the service involved because the job 
consisted mainly of merely assembling stock or standard parts into a 
special arrangement for the purchaser. 1 


Interstate Commerce 


On shipments from points in Illinois to points outside Illinois, the line 
of demarcation between taxability and exemption is fairly simple. It is the 


%8 Brevoort Hotel Co. v. Ames, 360 Ill. 485, 196 N.E. 461 (1935). 

% O’Neil v. Department of Fin., 360 Ill. 484, 196 N.E. 463 (1935). 

100 Swain Nelson & Sons Co. v. Department of Fin., 365 Ill. 401, 6 N.E.2d 632 (1937). 

101 Acme Printing Ink Co. v. Nudelman, 371 Ill. 217, 20 N.E.2d 277 (1939). 

102 Warshawsky & Co. v. Department of Fin., 377 Ill. 165, 36 N.E.2d 233 (1941). 

103 Snite v. Department of Revenue, 398 Ill. 41, 74 N.E.2d 877 (1947). 

104 Roth, Inc. v. Daley, 404 Ill. 479, 89 N.E.2d 361 (1949); Massell v. Daley, 404 
Ill. 479, 89 N.E.2d 361 (1949). In Miller v. Department of Revenue, 15 Ill. 2d 323, 155 
N.E.2d 12 (1958), the Illinois Supreme Court further held that where the night club 
included the cost of entertainment in its charges for food and drinks, the night club 
could not take a service deduction for such cost of entertainment. 

10 Sterling Steel Casting Co. v. Department of Revenue, 7 Ill. 2d 244, 130 N.E.2d 
262 (1955). 

106 Kellogg Switchboard & Supply Corp. v. Department of Revenue, 14 Ill. 2d 
434, 153 N.E.2d 45 (1958). 
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point of delivery to the buyer. The Illinois Supreme Court has repeatedly 
held that where the shipment originates in Illinois and the property is 
delivered in Illinois to the buyer, the sale is not in interstate commerce 
and is taxable. This is true even if the property will immediately be taken 
out of Illinois for use outside Illinois.1°7 The Department has always recog- 
nized that where a shipment originates in Illinois, if the property is delivered 
outside Illinois and the out-of-state delivery is bona fide, the sale is within 
the protection of the commerce clause of the federal constitution and so 
is exempt from the retailers’ occupation tax.!°° One complication arose 
over sales to carriers which take delivery in Illinois and transport the 
property to themselves outside Illinois under bills of lading purporting 
to require such out-of-state delivery. In 1940, the United States Circuit 
Court of Appeals for the Seventh Circuit held that such a carrier acts in a 
dual capacity of carrier and purchaser and does not receive the property 
as purchaser until it reaches the out-of-state destination, so such sales were 
exempt interstate sales.1°° The Department acquiesced in this holding until 
November 5, 1953, when it changed its regulation (article 5) so as to 
impose the tax in this situation on sales to carriers. The Illinois Supreme 
Court upheld the imposition of the tax, but ruled that the Department’s 
change in article 5 in this connection should not be made retroactive, 
but should operate prospectively from November 5, 1953.19 

As to shipments outside Illinois to purchasers in Illinois, the situation 
has been more complex. In Standard Oil Co. v. Department of Finance," 
though not passing on the issues in the case under the commerce clause 
of the federal constitution, the Illinois Supreme Court held the seller taxable 
in transactions in which it received and accepted the purchase orders at 
its executive offices in Illinois and billed and collected the price in Illinois 
and shipped the property to the purchasers in Illinois, even though the 
property was located outside Illinois and was shipped from such out-of-state 
point. This was true before July 1, 1941, only if title passed in Illinois, 
but was true after June 30, 1941, regardless of where title passed (and so 
regardless of the f.o.b. point).1!? The court held the transactions in the 


107 Pressed Steel Car Co. v. Lyons, 7 Ill. 2d 95, 129 N.E.2d 765 (1955); Superior 
Coal Co. v. Department of Revenue, 4 Ill. 2d 459, 123 N.E.2d 713 (1954); Moffat 
Coal Co. v. Daley, 405 Ill. 14, 89 N.E.2d 892 (1950); Superior Coal Co. v. Department 
of Fin., 377 Ill. 282, 36 N.E.2d 354 (1941). 

108 Rules and Regulations Under the Retailers’ Occupation Tax Act, art. 5, at 33 
(1962). 

109 Nudelman v. Globe Varnish Co., 114 F.2d 916 (7th Cir. 1940), cert. denied, 
312 U.S. 690, 61 Sup. Cr. 621 (1941). 

110 Pressed Steel Car Co. v. Lyons, supra note 107. 

111 383 Tl. 136, 48 N.E.2d 514 (1943). 

112 This difference in result before July 1, 1941, and on and after that date, resulted 
from a 1941 amendment eliminating the phrase “in this state” at one place in § 2 of 
the Retailers’ Occupation Tax Act. 
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Standard Oil case to constitute engaging in the business of selling tangible 
personal property at retail “in this state” within the meaning of the Retailers’ 
Occupation Tax Act. 

In Department of Revenue v. Jennison-Wright Corp.,\'* the Illinois 
Supreme Court held a contract not to be exempt from the retailers’ occupa- 
tion tax because of interstate commerce where the contract was entered 
into in Illinois and title to the property passed in Illinois, although the 
property needed to fill the contract was procured outside Illinois. 

In 1943 in substantially similar cases,'* the Illinois Supreme Court 
held that the mere solicitation, in Illinois, of orders that required accept- 
ance outside Illinois by the seller, followed by shipment of the property 
from a point outside Illinois to the purchasers in Illinois f.o.b. the out-of- 
state shipping point so that title passed outside Illinois, did not constitute 
engaging in the business of selling tangible personal property in this state. 
Hence, the receipts from such sales could not be taxed under the Retailers’ 
Occupation Tax Act. The General Assembly sought to overrule these 
decisions by adding section 1b to the Retailers’ Occupation Tax Act in 
1943,115 but the Circuit Court of Sangamon County held the amendment 
unconstitutional,!!* and the state elected not to appeal. 

In Automatic Voting Machine Corp. v. Daley," the Illinois Supreme 
Court held an out-of-state vendor not to be engaged in the business of 
selling tangible personal property at retail in this state where its only 
activities in Illinois consisted of promotional work by solicitors who had 
no authority to accept contracts in Illinois; delivering bids to prospective 
customers; transferring title; delivering machines, and servicing the machine 
after delivery for a time. The seller’s contracting and its preparation of 
its bids occurred outside Illinois. 

A further refinement resulted from the United States Supreme Court’s 
decision in Norton Co. v. Department of Revenue,8 which arose under 
the Illinois Retailers’ Occupation Tax Act. The Court first held that the 
mere solicitation of orders in Illinois did not constitute sufficient activity 
for Illinois to remove the seller from the protection of the commerce 
clause and subject it to the retailers’ occupation tax. However, the Court 
then held that if such soliciting of orders in Illinois for out-of-state accept- 
ance by the seller was done by the seller’s Illinois office, which stocked other 


113 393 [ll. 401, 66 N.E.2d 395 (1946). 

114 A}lis-Chalmers Mfg. Co. v. Wright, 383 Ill. 363, 50 N.E.2d 508 (1943); Ayrshire 
Patoka Collieries Corp. v. Nudelman, 383 Ill. 345, 50 N.E.2d 509 (1943); Ex-Cell-O 
Corp. v. McKibbin, 383 Ill. 316, 50 N.E.2d 505 (1943). 

115 Tir, Rev. Stat. c. 120, § 440b (1943). 

116 Allis-Chalmers Mfg. Co. v. Stratton, Circuit Court of Sangamon County, 
Circuit Court Docket No. 85551 (1943). 

117 409 Ill. 438, 100 N.E.2d 591 (1951). 

118 340 U.S. 534, 71 Sup. Cr. 377 (1951). 
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goods not involved in these sales and did some taxable intrastate selling in 
Illinois, there was such a commingling of interstate and intrastate commerce 
as to destroy the Illinois retailers’ occupation tax immunity of the other- 
wise exempted interstate transactions. Finally, the court also held that 
even in interstate mail transactions between the purchaser in Illinois and 
the seller’s office outside Illinois, if the shipments from outside Illinois 
were pooled so that the seller’s Illinois office, which did some taxable 
intrastate selling in Illinois, participated in making the final deliveries in 
Illinois by breaking up the carload shipments into the individual orders 
and reshipping them, the seller incurred retailers’ occupation tax liability. 
In other words, the seller could not claim interstate commerce exemption 
from the retailers’ occupation tax if the seller’s Illinois office, which did 
some taxable intrastate selling in Illinois, either received the purchase order 
or assisted in making the delivery of the property to the purchaser in 
Illinois. This kind of seller could claim interstate commerce exemption 
only where its Illinois office did not participate in the transaction at all 
(i.e., where the order was mailed by the purchaser directly to the seller’s 
office outside Illinois, and where the order was accepted by the seller 
outside Illinois and filled by the shipment of property from a point outside 
Illinois directly to the purchaser in Illinois). 

Even though the Norton Co. case narrowed the area of interstate 
commerce exemption from the retailers’ occupation tax to some extent, 
there obviously still remained a substantial area which could not be taxed 
under any occupation tax like the retailers’ occupation tax, but which the 
United States Supreme Court had held could be reached by a use tax.1!® 
So the Illinois Use Tax Act was adopted by the General Assembly in 1955 
to close this interstate commerce gap, and it has done the job rather 
effectively in some areas (such as in the case of motor vehicles which 
cannot be titled in Illinois except by leasing companies unless the use tax 
is paid or exemption is established; 12° machinery and other end use or 
consumption items which are bought tax-free outside Illinois by industries 
and other business establishments which are subiect to audit by the Depart- 
ment of Revenue). 

In an effort to make enforcement of the Use Tax Act still more 
effective, the General Assembly in 1961 followed the example of some other 
states and amended the Use Tax Act. The amendment expands the definition 
of “retailer maintaining a place of business in this state” to include out-of- 
state retailers who solicit business in Illinois by any form of advertising.*1 
Other 1961 amendments to the Retailers’ Occupation Tax Act and the Use 
Tax Act provide for obtaining personal service on out-of-state persons who 
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cannot otherwise be served personally in Illinois by serving the Illinois 
Secretary of State as their agent and by notifying the taxpayer of such 
service at the taxpayer’s last known out-of-state address.!** This procedure 
could be used in serving the out-of-state taxpayer with a notice of proposed 
assessment (which would be prima facie correct if not contested and over- 
come by competent evidence),!** and then by similarly serving the taxpayer 
at his out-of-state address and the Illinois Secretary of State as the tax- 
payer’s agent with a final assessment. If the final assessment is not judicially 
reviewed and is allowed to become final, other 1961 amendments would 
permit a certified copy of the final assessment to be filed against the out-of- 
state taxpayer with the Clerk of the Circuit Court of Sangamon County 
and recorded automatically as a judgment !** on which suit could be insti- 
tuted against the taxpayer in his state. At least one case has recognized a 
judgment obtained in substantially this manner as being a sufficient basis 
for suit and for the entry of judgment under the “full faith and credit” 
clause of the federal constitution without the necessity of any specific 
enabling legislation in the out-of-state taxpayer’s state.15 


Sales to Government Agencies and to Exclusively Charitable, 
Religious, or Educational Organizations and Institutions 


Except for a brief period just before the entry of this country into 
World War II, the Department’s rules had exempted sales to the federal 
government until January 1, 1948. In 1953, the Illinois General Assembly 
amended the Retailers’ Occupation Tax Act to exempt sales to the State of 
Illinois and to local governments in Illinois and also sales to exclusively 
charitable, religious, or educational organizations and institutions.!* After 
the United States Supreme Court held that a private lessee’s leasehold 
interest in real estate owned by the federal government must be exempted 
from property taxation where a similar leasehold interest in state-owned 
property was exempted (because there would otherwise be discrimination 
against the federal government in violation of the constitution),!*7 the United 
States and an Illinois contractor brought suit in Federal District Court to 
challenge the validity of subjecting sales to the federal government to the 
retailers’ occupation tax.!28 On February 24, 1961, the plaintiffs obtained 
an injunction which prohibited Illinois officials from collecting retailers’ 
occupation tax on sales to the federal government, on the ground that the 
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above described statutory exemption for sales to the state discriminated 
unconstitutionally against the federal government. The state appealed this 
decision by a three-judge federal court to the United States Supreme 
Court. Meanwhile, in May 1961, in Holland Coal Co. v. Isaacs,!”® the Illinois 
Supreme Court held the 1953 amendment in question to be invalid because 
sales to the federal government were not within the exemption. In denying 
a petition for rehearing in September 1961, in the Holland Coal Co. 
case, the supreme court modified its opinion to the extent of separating 
and upholding that portion of the statutory exemption which exempts 
sales to exclusively charitable, religious, and educational organizations and 
institutions. Meanwhile, the General Assembly passed legislation late in 
the 1961 regular session reenacting the exemption for sales to exclusively 
charitable, religious, or educational buyers, but recognized that retail sales 
to the State of Illinois and its political subdivisions would be taxable.18° The 
Department, by rule change,!*!_ put this tax on retail sales to the State of 
Illinois and its political subdivisions into operation as of August 1, 1961. 

Because of the later developments reported above, the United States 
Supreme Court vacated the judgment and remanded the case back to the 
district court.!*2 On March 7, 1962, the three-judge federal district court, 
by a two to one vote, filed a written decision holding that the Illinois re- 
tailers’ occupation tax does apply to retail sales that are made to the federal 
government commencing with the time when the State of Illinois began 
to tax retail sales to itself and to local governments in Illinois, which was 
August 1, 1961.152* The Department of Revenue has refiected this court’s 
decision by revision of Rule No. 16, but in accordance with the order of 
the district court of March 8, 1962,'°*” is making no affirmative attempts 
to enforce that revision pending a possible appeal by the federal govern- 
ment to the United States Supreme Court. 


Traded-In Property 


After some vacillation in the 1930’s as to what its position in this 
field would be, the Department, late in 1938, sought to tax the value of 
traded-in property in the sale in which the trade-in is acquired, and then 
treated the sale of the traded-in item as a new and independent transaction 
which would be taxable if it were a retail sale in Illinois. This approach 
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was abandoned early in 1939 in favor of a rule which allowed the valuation 
of the trade-in for tax purposes to be postponed until the trade-in should 
be sold. Then the resale price was related back to the original sale and 
treated as the taxable value of the trade-in in that sale, and the sale of the 
trade-in, as such, was exempted. This followed a wash-out theory where 
the trade-in was taxed only once in the course of its acquisition and 
resale by a retailer. 

This rule stood until 1955 when the supreme court held that the 
Department could not legally allow the valuation of the trade-in for tax 
purposes and the payment of the tax thereon to be postponed.!8* Although 
not specifically covered by the court, it also seemed likely to follow from 
the court’s reasoning that the retailer’s subsequent sale of the trade-in at 
retail in Illinois would also have to be taxed. The General Assembly was 
in session, so it promptly amended the Retailers’ Occupation Tax Act so 
as to exempt the value of traded-in tangible personal property from the 
retailers’ occupation tax.1%4 In putting this enactment into operation, the 
Department (though exempting the value of the traded-in tangible personal 
property in the transaction in which acquired by the retailer) did tax his 
sale of the trade-in if this were a sale at retail in Illinois. 

In the Use Tax Act, adopted by the General Assembly at the same 
session in 1955, the General Assembly included the value of trade-ins in 
the law’s tax base.185 Since the bill amending the Retailers’ Occupation 
Tax Act to exempt trade-ins was passed in the session after the Use Tax 
Act was passed so that the latter could not be amended correspondingly, 
and since the Use Tax Act was meant to be complementary to the Retailers’ 
Occupation Tax Act, the Department construed the Use Tax Act as not 
taxing the value of traded-in tangible personal property. The supreme court 
disagreed with this conclusion in Turner v. Wright,'8* although the court 
did not consider this variance from the Retailers’ Occupation Tax Act 
sufficient to invalidate the Use Tax Act. In 1957 the General Assembly 
twice passed bills which amended the Use Tax Act to exempt the value of 
trade-ins from the use tax.'8* The Governor vetoed both bills, so the 
Department of Revenue commenced taxing the value of trade-ins effective 
August 1, 1957, as well as their subsequent sales at retail in Illinois. 

On March 7, 1958, the Circuit Court of Cook County enjoined col- 
lection of the use tax on the value of traded-in tangible personal property.!38 
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The state acquiesced in this decision and reverted to its pre-August 1, 1957, 
approach to the traded-in property question. 

In 1959, the General Assembly amended the Retailers’ Occupation 
Tax Act and the Use Tax Act to exempt the value of trade-ins, confirming 
Walston Aviation Co. v. Fasseas,®® but also making certain other technical 
changes aimed at making the bills more accurate from a drafting stand- 
point.'#° The Governor signed these bills into law. 


Miscellaneous 


A few other interpretative retailers’ occupation tax decisions seem 
important enough to mention briefly. In People v. Werner,'*! the court 
held that retailers of gasoline, in computing retailers’ occupation tax lia- 
bility, may not deduct the amount of federal excise tax which such 
retailers do not pay directly to the federal government, but which they 
reimburse to suppliers who pay the federal tax to the federal government. 
The court similarly concluded in Fischman & Sons, Inc. v. Department of 
Revenue '** that liquor retailers, in computing retailers’ occupation tax lia- 
bility, may not deduct the cost of federal and state tax stamps paid by their 
suppliers and added to their prices to the retailers. In Gee Coal Co. v. 
Department of Finance \*° it was held that a retailer, in computing retailers’ 
occupation tax liability, may not deduct incoming freight (i.e., freight paid 
by him in acquiring the property for sale). 

In Mieble Printing Press & Mfg. Co. v. Department of Revenue,'** 
the court decided that the retailers’ occupation tax may not be imposed 
on sales at retail to Illinois customers where the items that are involved 
are imported by the retailer from a foreign country and sold in the un- 
opened original packages to the Illinois users. Such transactions were held 
to be exempt under the import-export clause in section 10 of article I of 
the federal constitution. 

Finally, in Marshall © Huschart Machinery Co. v. Department of 
Revenue,!* it was held that a company which had admittedly been engaged 
in the retail business in Illinois prior to a change in its procedures in 1946 
did not become exempt from the retailers’ occupation tax as a bona fide 
agent for a disclosed principal where the changes in procedure were merely 
a matter of form and not a matter of substance. In this case the company 
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amended its agreements with out-of-state manufacturers to have itself 
called an agent, and purported merely to have the power to solicit orders 
which were technically accepted outside Illinois by its suppliers, the manu- 
facturers. These manufacturers still billed the taxpayer at the retail price 
less commission, the taxpayer still billed the Illinois customers at the full 
list price, and the taxpayer purchased the accounts receivable in each case 
without recourse, thus showing that it was still making the sales on its own 
credit. 

This does not purport to be an exhaustive review of the interpretative 
cases. However, the principal cases have been presented in order to 
portray the scope of the Retailers’ Occupation Tax Act. 


PROCEDURE 


Enforcement Generally—Rule-Making Power 


Section 12 of the Retailer’s Occupation Tax Act** authorizes the 
Department of Revenue to make such reasonable rules and regulations as 
it deems necessary for the administration of the Retailers’ Occupation Tax 
Act. When promulgated by the Department, any such rule is filed with 
the Illinois Secretary of State in accordance with “An Act concerning 
administrative rules,” 147 

These official or formal rules, while assembling and repeating some 
statutory material, are intended for the most part to amplify statutory 
provisions, to cover situations not specifically dealt with in the statutes, 
and otherwise to serve an informational purpose. Some rules deal with 
the incurrence or nonincurrence of tax liability in typical situations; others 
relate to procedure—registration with the Department, filing of returns 
and reports, keeping records, claims, appearances at hearings, etc. 

The Department compiles and issues a rule book containing the 
Retailers’ Occupation Tax Act and related statutes and all the Department’s 
formal rules and regulations pertaining to these statutes. The Department 
makes this rule book available to anyone on request without charge. 


Formal Rules 


The formal rules usually relate to subjects of fairly general interest. 
Their issuance is often preceded by correspondence or conferences with 
the industry most affected, but the laws do not require the Department 
to hold hearings of any kind before promulgating and issuing rules and 
regulations. 


Informal Rulings 


When a taxpayer wishes to obtain a special statement of the Depart- 
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ment’s position with respect to a particular problem, the taxpayer or his 
representative may write to the Department of Revenue ‘48 or confer 
with representatives of the Department and obtain a written ruling, in 
the form of a letter outlining the Department’s answer to the question 
presented. These rulings are accepted as binding by the Department until 
revoked or until they are superseded by the revision of an applicable official 
rule of the Department or by the issuance of a new formal rule covering 
the subject. Informal rulings, being merely letters, are not available for 
general distribution, although any taxpayer may raise the same question if 
it concerns him and obtain a ruling. Frequently, if the subject matter of 
informal letter rulings is presented to the Department enough times to 
indicate that the subject is of rather widespread interest, the Department 
will revise an existing rule or issue a new one so as to deal with the subject 
in a formal rule which is available to the public. 


Legal Effect of Rules 


The Illinois Supreme Court has said that Department rules have 
the force of law if such rules are consistent with the law.'4® However, 
while the rules are helpful to the courts and are regarded with respect, 
they are not binding upon the courts and will be disregarded or over- 
ruled by the courts if the rules seek to extend or limit the actual scope 
of the statute. Nevertheless, in Pressed Steel Car Co. v. Lyons, the 
supreme court held that where the Department, in good faith and with 
some reasonable basis for its action, had exempted certain transactions 
from the retailers’ occupation tax by a formal regulation, the Department 
could not change such rule or regulation so as to impose the tax on such 
transactions retroactively, but was bound to respect its previous rule up 
to the date of its change. From this, it would appear that Department 
rules, in addition to being informational guides to taxpayers and to Depart- 
ment employees, can assume a substantial legal significance, especially 
when the rule is the type which provides for an exemption from the tax. 


Enforcement in Individual Cases 


Principal Statutory Provisions. Section 7 of the Retailers’ Occupation 
Tax Act 15? requires taxpayers to keep adequate books and records and 
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to make them available for examination by the Department during reason- 
able business hours of the day. Such books must be preserved for the 
period of time during which the Department may issue proposed assess- 
ments. Where no fraud or willful failure or refusal to file returns is 
involved, the limitations period on issuing proposed assessments is from 
3 to 3% years, there being a 6 month cut-off every January 1 and July 1.158 

Section 8 of the Retailers’ Occupation Tax Act'* provides that 
authorized officers or employees of the Department may conduct investi- 
gations (which would include audits) and hold hearings under the act. 
Persons conducting such investigations and hearings may administer oaths. 
Section 10'*® authorizes the Department to compel the attendance of 
witnesses and the production of books and records by the issuance of 
subpoenas and subpoenas duces tecum and provides for enforcement 
thereof by the circuit or superior courts of the state. 

Section 9 of the Retailers’ Occupation Tax Act'® provides that 
no person may be excused from testifying or producing books and records 
in a departmental proceeding because the evidence may incriminate him. 
However, the section says that no person shall be prosecuted or subjected 
to any criminal penalty for, or on account of, any transaction made or 
thing concerning which he may testify or produce evidence before the 
Department, provided that such immunity extends only to a natural person 
who, in obedience to a subpoena, gives testimony or produces evidence 
under oath. This immunity from criminal prosecution does not extend 
to perjury committed in so testifying before the Department. 

Section 2b of the act?*7 authorizes the Department, after notice 
and a hearing, to revoke a retailer’s Certificate of Registration (his authority 
to do business) under the Retailers’ Occupation Tax Act for any violation 
of the act. Section 2a15§ makes it unlawful for any person to engage in 
the retail business in this state without a Certificate of Registration. Under 
section 2b, the Department may obtain an injunction against any taxpayer 
engaging in the retail business without a Certificate of Registration, either 
because the taxpayer is doing this without having applied for a Certificate 
of Registration or because the taxpayer is continuing in business after 
revocation of his Certificate of Registration. Section 2a of the act prohibits 
the registration of any person who is in default to the state for money due 
under the Retailers’ Occupation Tax Act. 

Section 13 of the Retailers’ Occupation Tax Act'® provides for 


153 Id. §§ 443, 444. 

154 1d. § 447, 

155 Td. § 449, 

156 Trp, Rev. Stat. c. 120, § 448 (1961). 
157 Td. § 441b. 

158 Jd, § 441a. 


Winter | RETAILERS’ OCCUPATION TAX 639 


certain criminal penalties, while section 5 of the act'® provides for 
monetary penalties for late filing of returns or for late payment of the tax. 

Section 4 of the act ’* authorizes the Department to correct incor- 
rect returns and to issue a proposed assessment, plus a mandatory 10 per 
cent penalty (25 per cent in the case of fraud). Under 1961 amendments 
to the same section, the Department now also issues proposed assessments 
(plus the same penalties) to taxpayers who file returns without full payment 
of the tax. Section 5 of the act!® authorizes the Department, if no 
return is filed, to determine the tax due according to its best judgment 
and information and to issue a proposed assessment, including a mandatory 
25 per cent penalty. 

Under both sections (4 and 5), the taxpayer has twenty days in which 
to protest and request a hearing. If he does not do this, the Department 
issues its final assessment. If the taxpayer does protest, the Department 
holds a hearing, after which the final assessment is issued for the amount 
found to be due as a result of such hearing. 

Burden Of Proof. In revocation of Certificate of Registration hearings, 
the Department has the initial burden of proof. However, in assessment 
hearings, the act gives the Department’s determinations of tax due an 
initial presumption of correctness. The Illinois Supreme Court has held 
that after the Department has made out its prima facie case by showing 
compliance with statutory requirements, if the taxpayer then offers no 
evidence '® or if the taxpayer offers in evidence nothing more than books 
and records of a nondescript character which tend to prove nothing and 
which fail to overcome the Department’s prima facie case,1* the Depart- 
ment’s final assessment, issued as a result of the hearing in the amount 
of the Department’s notice of proposed assessment, must be upheld by 
the courts without the necessity of introduction of any further evidence 
by the Department to support its claim against the taxpayer. The taxpayer 
cannot overcome the Department’s prima facie case merely by introducing 
hearsay evidence which would not be admissible in a court.!® However, 
if the taxpayer overcomes the Department’s prima facie case by competent 
testimony and evidence, the Department to that extent cannot then reach 
a decision which is adverse to the taxpayer unless the Department over- 
comes the effect of the taxpayer’s evidence by presenting competent 
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evidence itself; and if the only competent evidence at the hearing is that 
of the taxpayer, the Department’s decision must be rendered in favor of 
the taxpayer.’ For example, if the taxpayer overcomes the Department’s 
prima facie case by competent testimony and books and records, the 
Department cannot then sustain its attempted assessment merely by intro- 
ducing hearsay evidence which would not be admissible in a court.'& 
This is true notwithstanding provisions of law to the effect that in the 
conduct of any investigation or hearing, the Department shall not be 
bound by the technical rules of evidence.'* 

The Department’s prima facie case, when based on a mark-up audit 
(i.e., the mark-up of purchase prices by percentages to arrive at estimated 
gross receipts) is overcome when the taxpayer has a good set of records, 
and when the taxpayer’s testimony and records (which are not so unreason- 
able as to be incapable of belief) provide adequate and reasonable explana- 
tions as to why the taxpayer’s reported receipts are less than the estimate 
determined by the Department on the mark-up basis.!® 

In Fillichio v. Department of Revenue,!® a question of the sufficiency 
of evidence to overcome the prima facie case given initially to the Depart- 
ment by the Retailers’ Occupation Tax Act was presented. Because of 
the taxpayer’s refusal to produce books and records for the Department 
even in the face of a subpoena duces tecum, the Department was forced 
to determine the taxpayer’s liability according to its best judgment and 
information and estimated the amount of the assessment. In this connection, 
the Department’s Auditor visited each of the taxpayer’s stores, estimated 
the cost value of their combined liquor inventory, concluded on the basis 
of experience that this inventory would be sold at a mark-up of 25 per 
cent, and estimated that the inventory would be turned over once each 
month. In this way, an estimate of monthly receipts subject to tax was 
arrived at by the Department. Although the Department’s hearings were 
continued many times for the taxpayer’s benefit, the taxpayer failed to 
present any evidence until after the Department had made its final assess- 
ment and the circuit court, on judicial review, had remanded the case 
to the Department for a further hearing. The taxpayer then presented 
ledger sheets purporting to show daily receipts for all the stores. They 
indicated nontaxable receipts to be 76 per cent of the gross receipts. A 
partner testified that much liquor was sold cut rate at no profit. Separate 
columns on the ledger sheets showed sources of exempt income to be games, 
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amusements, rentals, and cashing checks. It was testified that all receipts 
were rung up on a cash register, but on separate keys, from which the 
taxpayer took daily readings and made daily entries. The taxpayer testified 
that some of the records had been destroyed by a flood. The supreme 
court concluded that such evidence was wholly unworthy of belief, and 
that the Department’s assessment was therefore not overcome and must 
be sustained. The main basis for this conclusion was found in the entries 
on the daily ledger sheets concerning receipts from check cashing. For 
all months from February through December 1952, the daily receipts from 
this source were exactly $400 in each month. They were $700 a month 
from January through July 1953. The court said that the sameness and 
the roundness of these amounts were incredible. The court discussed 
several other facts leading to the same conclusion. The supreme court 
also said that the taxpayer’s evasions and procrastinations raised a question 
of good faith and furnished strong support for concluding that the daily 
record did not exist when the proposed assessment was made. On the entire 
record, the Department’s assessment was sustained. 

Procedures at Department Hearings. The Department’s Hearing 
Officer, who conducts the hearing, also presents the Department’s case, 
cross-examines witnesses of the taxpayer and otherwise represents the 
Department at the hearing. However, the Hearing Officer is not the person 
who makes the Department’s final decision as a result of the hearing. Such 
final decision by the Department can be made only by the Director of the 
Department.!7!_ The Hearing Officer first makes out the Department’s 
prima facie case which consists of proving up the jurisdictional steps that 
have been taken and that have led to the holding of the hearing. At this 
particular point, it would not be incumbent on the Department to have 
its Auditor testify as to how the proposed assessment has been arrived at, 
but the Department generally does do this anyway as a matter of practice 
for the taxpayer’s information. The taxpayer then proceeds to offer what- 
ever evidence he may wish to present. 

Though informal as a rule, the hearing is conducted like a court 
proceeding in that witnesses are called, sworn, examined, and cross-examined, 
and documentary evidence is marked for identification, authenticated, and 
introduced into evidence. When evidence is offered, the Hearing Officer 
or the taxpayer or his attorney may object to the introduction of the 
evidence. The grounds for the objection may be stated for the record. 
The Hearing Officer rules upon the objection, sustaining or overruling it 
in whole or in part and explaining the reasons for the ruling for the record. 
Even if the ruling is that the evidence should be excluded, it is admitted 
subject to objection in order that it will appear in the record when tran- 
scribed and filed with the court upon review. In this way all evidence— 


171 Department of Fin. v. Goldberg, 370 Ill. 578, 19 N.E.2d 593 (1939). 
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as well as a record of the objections to the evidence and the Department’s 
rulings with respect to the objections—is before the court upon review. 

A hearing reporter takes down a verbatim account of the proceeding 
so that if the taxpayer seeks a judicial review of the Department’s decision, 
the record of the proceeding before the Department can be transcribed and 
filed with the court as required by sections 7 and 9 of the Administrative 
Review Act.!7? 

Following the hearing, the Hearing Officer reviews the record and 
submits his recommendation to the Director for approval, modification, 
or disapproval, following which the final assessment is issued. 

Judicial Review. Section 12 of the Retailers’ Occupation Tax Act 1%8 
makes all final administrative decisions of the Department under the act 
reviewable by the circuit or superior courts under the Administrative 
Review Act.'74 In such judicial review proceedings in assessment cases, 
the taxpayer must file a bond, satisfactory to the court, in an amount at 
least equal to the tax and penalty involved. The court may enter an order 
for a lien in lieu of the bond if the court finds that the taxpayer cannot 
procure and furnish a satisfactory surety or sureties for the kind of bond 
required in this type of case. In such a judicial review proceeding, the 
Department’s answer to the complaint is the record of proceedings had 
before the Department.!™ The court’s review is limited to such record,!76 
and additional evidence is not permitted. 

If the taxpayer fails to pay for the cost of transcribing the Department’s 
hearing record, the suit for judicial review may be dismissed without 
such record ever having to be filed with the court.!%7 

Finality of Assessments. If the Department’s final assessment is not 
subjected to a suit for judicial review under the Administrative Review 
Act, so that the assessment is allowed to become final, it is then closed 
as to all questions touching on the merits of the case. This is shown by 
repeated holdings by the supreme court that when such an assessment is 
sued on, the taxpayer cannot raise any defense to the merits that could 
have been raised by a suit for judicial review before the assessment became 
final.178 The same result is indicated by the provision in section 6 of the 


172 Try, Rev. Stat. c. 110, §§ 270, 272 (1961). 

178 Td. c. 120, § 451. 

174 Td. c. 110, §§ 264-79. 

175 Iq, c. 120, § 451. 

176 Td. c. 110, § 274. 

177 Id. c. 120, § 451. 

178 Department of Revenue v. Downstate Coal Co., 11 Ill. 2d 317, 143 N.E.2d 
247 (1957); Department of Fin. v. Sinclair, 382 Ill. 118, 46 N.E.2d 20 (1943); Department 
of Fin. v. Kilbane, 381 Ill. 117, 44 N.E.2d 868 (1942); Department of Fin. v. Huizenga, 
379 Ill. 357, 40 N.E.2d 718 (1942); Department of Fin. v. Gandolfi, 375 Ill. 237, 30 
N.E.2d 737 (1940); Department of Fin. v. Schmidt, 374 Ill. 351, 29 N.E.2d 530 (1940); 
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Retailers’ Occupation Tax Act '*® prohibiting the Department from honor- 
ing a claim for credit for tax paid in liquidation of an assessment or 
judgment which had become final before the claim was filed. 

Carrying this philosophy to its logical conclusion, the General Assembly 
in 1961 amended the Retailers’ Occupation Tax Act to eliminate the formal 
step of suing on a final assessment in order to obtain judgment, as section 
5 of the act had required,!*° and provided instead that the Department 
may simply file a certified copy of the final assessment with the clerk of 
the circuit or superior court of the county in which the taxpayer has his 
principal place of business, or of Sangamon County in those cases in which 
the taxpayer does not have his principal place of business in Illinois.1*! 
The Clerk, immediately upon such filing, must enter judgment for the 
Department against the taxpayer for the amount of the assessment. The 
judgment is entered in the judgment docket of the court. From the date 
of the filing of the final assessment in the Clerk’s Office, it bears the 
same rate of interest and has the same effect in all other respects as any 
other judgment would have. 

Because of the quick and summary character of this procedure after 
an assessment becomes final, the same bill eliminated the Department’s 
previous authority to file a notice of lien upon an assessment with the 
Recorder of Deeds or Registrar of Titles. This authority was originally given 
in order to provide the Department with an interim lien while the assess- 
ment could be sued on and reduced to judgment—a process which some- 
times took a considerable length of time because of crowded court dockets 
and other sources of delay. 

Rehearings. The same amendatory legislation authorizes the Depart- 
ment, for good cause shown, to rehear assessments for two years after 
reducing them to judgment. 

Jeopardy Assessment. Sections 5b and Sc of the Retailers’ Occupation 
Tax Act, as amended in 1961,!8? provide that if the Department finds 
that a taxpayer is about to depart from the state, or to conceal himself 
or his property, or to do any other act tending to prejudice or to render 
wholly or partly ineffectual proceedings to collect the tax unless such 
proceedings are brought without delay, or if the Department finds that 
the collection of an amount due from any taxpayer will be jeopardized 
by delay, the Department is to issue a jeopardy assessment to the taxpayer, 
giving notice of the Department’s findings and including a demand for 


Department of Fin. v. Goldberg, 370 Ill. 578, 19 N.E.2d 593 (1939); Department of Fin. 
v. Gold, 369 Ill. 497, 17 N.E.2d 13 (1938); Department of Fin. v. Player, 365 Ill. 215, 6 
N.E.2d 124 (1936). 

179 Trt. Rev. Srart. c. 120, § 445 (1961). 

180 Trt, Rev. Srat. c. 120, § 444 (1959). 

181 Try. Rev. Stat. c. 120, § 444a (1961). 

182 Jd, §§ 444b, 444c. 
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return and immediate payment of the tax, plus a penalty of 10 per cent. 
Thereupon, the tax shall become due and payable immediately. In such 
cases the Department may file a certified copy of the jeopardy assessment 
with the clerk of the proper circuit or superior court in the same manner 
and with the same effect as provided for in amended section 5a of the 
act with respect to summary judgments. 

If the taxpayer, within five days of the notice of the jeopardy assess- 
ment (or within such extension of time as the Department may grant) 
furnishes evidence satisfactory to the Department that he is not in default 
in filing returns or remitting the tax, or that he will duly return and 
pay the tax or post bond satisfactory to the Department conditioned on 
payment of the tax finally determined to be due, then the tax shall not 
be payable prior to the time and manner otherwise fixed for its payment 
under the law, and the person assessed shall be restored to the rights granted 
him in the absence of a jeopardy assessment under the act. Upon the 
satisfaction of the jeopardy assessment, the Department is required to 
order the bond cancelled, securities released, and judgment vacated. 

The changes in procedure provided for in House Bill No. 1152 in 
1961 with reference to jeopardy assessments and with reference to the 
method of obtaining a judgment on a final assessment without first bringing 
suit became effective September 1, 1961. They represent important steps 
in making enforcement of the Retailers’ Occupation Tax Act more effective. 


CONCLUSION 


The year 1961 was a milestone year in the legislative history of the Re- 
tailers’ Occupation Tax Act and related acts. At no time previously has there 
been such a broadening of the tax base in an effort to close what many 
have long regarded as loopholes, and also the enactment of so much legis- 
lation putting teeth into the laws, thereby making them more susceptible 
to effective administration and enforcement. 


TAXATION OF PROPERTY IN ILLINOIS 
BY JAMES R. PARHAM* 


SCOPE 


Taxation of property in Illinois is a subject encompassing myriad prob- 
lems of interpreting, correlating, and applying constitutional and statutory 
provisions and of analyzing and reconciling innumerable cases. Conse- 
quently, it is far too broad a subject to be completely covered within the 
space limitations of a single article. 

A symposium on Illinois property tax problems appearing in the 1952 
summer issue of the Law Forum offers a comprehensive survey of the law 
relating to requirements for valid tax levies, the assessment and collection 
of property taxes, tax foreclosures and tax titles, and taxpayers’ remedies. 
Also included therein is a monograph prepared by Mr. Robert S. Cushman 
analyzing the proposed revision of article IX of the Illinois constitution 
adopted by the 1951 Illinois General Assembly, a study which is still timely. 

A commentary on the revenue system of Illinois by Mr. Montgomery S. 
Winning, published in the Smith-Hurd Illinois Annotated Statutes preceding 
chapter 120, contains a section on general property taxes which reviews 
the provisions of the Revenue Act of 1939 and court decisions regarding 
assessing and reviewing officers and their jurisdiction, methods of listing 
and assessing various types of property, the calculation of tax rates and 
maximum rate limitations, and the collection of property taxes.” 

It would serve no useful purpose to repeat information from these 
authoritative sources. Therefore, the scope of this article will be confined 
principally to a discussion of recent statutory changes and court decisions, 
together with a consideration of problems of current importance. 


VALUATION, EQUALIZATION, AND ASSESSMENT PROBLEMS 


The source and limitation of authority with respect to the general 
taxation of property in Illinois is found in section 1, article IX of the 
Illinois Constitution. This section limits the power of the legislature to 
raise revenue, confining it to property taxes on a valuation basis plus occupa- 
tion, franchise, and privilege taxes.’ Since the first constitution of this 


*JAMES R. PARHAM. A.B. 1943, Princeton University; J. D. 1948, 
University of Illinois; partner in the firm of Pope and Driemeyer, East 
St. Louis, Illinois. 


1 Symposium—lIllinois Property Tax Problems, 1952 U. Inu. L.F. 169-225, 248-84. 
This symposium contained the following articles: Beckett & Wright, Requirements for 
Valid Tax Levies; Gale, Assessment and Collection of Taxes; Harbert, Tax Foreclosures 
and Tax Titles; Cushman, The Proposed Revision of Article IX of the Illinois Consti- 
tution; Young, Taxpayers’ Remedies. 

2TLt, ANN. StaT. c. 120, at 1 (Smith-Hurd 1954). 

3 Bachrach v. Nelson, 349 Ill. 579, 182 N.E. 909 (1932). 
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state, adopted in 1818,* the cardinal principle of general property taxation 
has been equality and uniformity as to assessments, and Illinois is one of a 
very few states still following such rigid rules of uniformity.® In numerous 
cases, the Illinois Supreme Court has held that all taxing laws must be 
subordinated to this constitutional mandate, including laws requiring full- 
value assessments.® 

The power of the General Assembly to determine the method by 
which property may be valued for tax purposes is unlimited except as to 
the aforesaid constitutional requirement of uniformity. For several years 
prior to 1945 the law directed full-value assessment, but de facto debase- 
ment existed throughout the state, with county assessment ratios varying 
from 14 per cent to 68 per cent in 1945. In that year the so-called Butler 
Bills were adopted for the purpose of correcting such irregularities in assess- 
ment practices.? Local assessing officers were again directed to assess at 
full value and the Department of Revenue was given more effective power 
to act as an equalizing authority in order to bring county assessments to 
100 per cent of full value.6 More recently the county Board of Review 
has been given the authority to equalize the level of assessments between 
assessment districts so as to correct inequalities within the county.® While 
this legislative scheme is designed to produce a uniform state-wide level 
of assessed valuation at 100 per cent of full, fair cash value, in practice 
this has not been achieved, as is illustrated by the evidence presented in 
the trial of recent railroad valuation cases.1° In those cases the railroads 
filed objections to the taxes extended against the state-assessed valuation of 
their operating property on the ground that such property had been valued 
at 100 per cent of full, fair cash value by the Department of Revenue, 
whereas locally assessed property, even after giving effect to the equalization 


4 Titi. Const. art. 8, § 20 (1818). 

5Ipuinios LEGISLATIVE CouNcIL PuBLIcATION No. 134, CoNsTITUTIONAL MANDATES 
FOR UNIFORMITY OF TAXATION. 

6 E.g., People ex rel. Rhodes v. Turk, 391 Ill. 424, 63 N.E.2d 513 (1945); People 
ex rel. Tedrick v. Allied Oil Corp., 388 Ill. 219, 57 N.E.2d 859 (1944); People ex rel. 
Wangelin v. Wiggins Ferry Co., 357 Ill. 173, 191 N.E. 296 (1934); People ex rel. 
McDonough v. Grand Trunk Western R.R., 357 Ill. 493, 192 N.E. 645 (1934); Bistor v. 
McDonough, 348 Ill. 624, 181 N.E. 417 (1932). 

7 Anderson v. City of Park Ridge, 396 Ill. 235, 72 N.E.2d 210 (1947). For a 
detailed discussion of the assessment problems prior to 1945 and an explanation of the 
Butler Bills, see Troupis, Full Fair Value Assessment in Illinois, 44 Itt. L. Rev. 160 
(1949). 

8Iut. Rev. Stat. c. 120, § 627 (1961). Previously the Department of Revenue was 
authorized to equalize assessments between counties only in respect to the state property 
tax. Thus, property would be assessed at one value for local taxes and a separate 
value for the state tax. 

91d. § $89.1. 

10People ex rel. Hillison v. Chicago, B. & Q.R.R., 22 Ill. 2d 88, 174 N.E.2d 175 
(1961); People ex rel. Kohorst v. Gulf, M. & O.R.R., consolidated with People ex rel. 
Kohorst v. Chicago & N.W. Ry., 22 Ill. 2d 104, 174 N.E.2d 182 (1961). 
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multipliers, had been assessed at a level far below its full value, in violation 
of the uniformity clause of the Illinois constitution and the full-value assess- 
ment provisions of the Revenue Act. The supreme court held that these 
objections should have been sustained. The immediate importance of these 
decisions as precedents in pending cases involving similar objections, and 
their potential effect upon the financial solvency of many taxing districts, 
gives cause for more detailed consideration of the issues decided. 


Railroad Valuation Cases 


In People ex rel. Hillison v. Chicago, B. & Q.R.R. the County 
Court of Lee County sustained the railroad’s objections, finding that the 
valuation of the railroad’s property at 100 per cent of full, fair cash value 
as compared to the equalized valuation of locally assessed property at 
approximately 50 per cent to 55 per cent of such value amounted to con- 
structive fraud, entitling the railroad to relief by way of a refund of 45 
per cent of the taxes extended against its property for the year 1958. In 
People ex rel. Kohorst v. Gulf, M. @ O.R.R., and its companion case on 
appeal, People ex rel. Kohorst v. Chicago, N.W.R.R.,’2 the County Court 
of Sangamon County denied the Collector’s motion to strike the objections 
for want of jurisdiction of the court, but overruled the objections on the 
merits. 


Jurisdiction of the Court 


The jurisdiction of the county court was in issue on appeal of these 
cases. In the C., B. & Q. case, it was contended on behalf of the Collector 
that the railroad’s objections necessarily required the court to review the 
Department of Revenue’s determination of the county multipliers and that 
the exclusive remedy by which this might be done was by the filing of a 
petition with the Department seeking revision of the multipliers as pre- 
scribed in section 148a of the Revenue Act,!* with judicial review of such 
administrative decision in the manner provided in section 138%* and the 
Administrative Review Act.!® Section 148a provides that within thirty 
days after the County Clerk receives from the Department of Revenue 
its estimate of the full, fair cash value of locally assessed property in the 
county, any taxing district or taxpayer, claiming to be detrimentally affected 
thereby, may petition the Department for a reconsideration of such estimate 
and upon such reconsideration, after hearing, the Department can confirm 
or revise the estimate. Section 138 gives the circuit or superior court of 


11 Supra note 10. 

12 Supra note 10. 

13 Tit, Rev. Stat. c. 120, § 629a (1957). 
147d. § 619. 

157d. c. 110, § 264. 
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the county in which the property is assessed, or in which some part of such 
property is situated, the power to review all final administrative decisions 
of the Department in administering the provisions of the Revenue Act. 
By amendment of this section in 1947, the review procedure is governed by 
the Administrative Review Act. 

In holding that the trial court had jurisdiction, the supreme court 
concluded that provisions for administrative review under section 138 as 
amended in 1947 were meant to be applicable to original assessments made 
by the Department of Revenue, and that the subsequent enactment of 
section 148a did not evidence a legislative intent to make the procedure 
thereunder an exclusive remedy.!® In the G., M. & O. case, the Collector 
relied solely upon the provisions of section 138. The determination in the 
C., B. & Q. case that review under that section and the Administrative 
Review Act did not constitute an exclusive remedy, was considered 
decisive.17 

In disposing of the jurisdictional questions in these cases, the court 
also relied upon its earlier decisions in People ex rel. Callahan v. Gulf, M. 
& O.R.R.18 and Chicago, B. & Q.R.R. v. Department of Revenue,’® wherein 
the court had indicated that the tax objection procedure was available to 
the railroads as a remedy under such circumstances of constructive fraud 
resulting from debasement of locally assessed property. 


Proof of Discrimination 


The Department of Revenue has the duty to assess all railroad property 
at 100 per cent of full, fair cash value and to equalize local assessments at 
the same level. Initially there is the presumption of statutory compliance 
on the part of the Department and in these cases the court found no evidence 
in the record to overcome this presumption with regard to assessment of 
the railroad property at full value. To prove the assessment and equalization 
of locally assessed property at percentages below 100 per cent valuation, 
the objectors presented numerous exhibits consisting of various sales-assess- 
ment and appraisal-assessment ratio studies, plus the testimony of experts 
on assessment valuations and statistics.2° Some of these were Department 
of Revenue ratio studies, and the record showed that in preparing these 
studies the Department had made a comprehensive survey of voluntary, 
arms-length sales of property and had compared the sale price to the local 
assessed valuation of the property, and that the resulting ratios were then 
tabulated to determine median ratios. In some counties separate medians 


16 22 Ill. 2d at 92, 174 N.E.2d at 177. 

1722 Ill. 2d at 107, 174 N.E.2d at 184. 

18g Jl]. 2d 66, 132 N.E.2d 544, cert. denied, 352 U.S. 832, 77 Sup. Ct. 46 (1956). 

1917 [ll. 2d 376, 161 N.E.2d 838 (1959). 

20 The exhibits relating to assessment ratios introduced in the C., B. @ Q. case 
are summarized in the Brief for the Appellee, p. 10: 
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Ratios of Assessed Value to Full Fair Cash 
Value of Property in Illinois 





Ratios by 

Ratios by Witness Ratios School Doane 
Dept. of Reedy in U.S. Problems 65-Cty. Service 
Revenue from Census Comm. Ratio Ratio 
Officials Ex. 17 Study Rpts. (Ex. Study Study 

Year (Ex. 21) (Ex. 24) (Ex. 37) (4, 5 & 6) (Ex. 12) (Ex. 23) 

1946 74.48% 74.48% 

1947 64.00 64.00 

1948 63.20 63.20 

1949 62.18 62.18 

1950 56.78 56.78 

1951 52.62 52.62 

1952 51.32 51.32 

1953 51.28 

1954 49.80 49.23% 48% 

1955 49.79 48.73 

1956 47.74 47.57 45.7% 50 

1957 48.10 47.91 46% 


Ratios of Assessed Value to Full Fair Cash 
Value of Property in Lee County 


Ratios from Dept. 
of Rev. Studies Objectors Inde- Ratio from Ratio from 
(Ex. 24, based pas Ratio Dept. of Rev. Apprais 
Year on Ex. 17 & 22) tudy (Ex. 10) Cards (Ex. 25) Study (Ex. 34) 





1954 47.61% 
1955 46.67 
1956 46.70 
1957 47.44 
1958 47.68% 49.5% 48.97% 


were determined for rural and urban property, and each median was 
weighted to represent the proportion of each class of property to all of the 
property in the taxing district. The weighted ratios were then averaged 
to get the weighted sales ratio for the county. The Supervisor of the 
Property Tax Division also prepared a state-wide average assessment ratio 
showing the per cent relation of equalized assessed value to full value.* 
On the basis of this evidence, the supreme court concluded that the initial 
prima facie presumption that locally assessed property was equalized at 
full value had been overcome, and the burden of proof had shifted to the 
Collector to explain the wide discrepancy between the actual equalization 
level and full value as shown by the ratio studies. In each case the court 
found the objector’s evidence was uncontradicted and decided that the 
railroad had been constructively defrauded. 


Measure of Recovery 


The judgment of the County Court of Lee County ordering a refund 
of 45 per cent of the taxes paid by the C., B. & Q. Railroad had the same 
effect as a debasement of the railroad’s assessed valuation to 55 per cent of 


1 Jd. Exhibit #21. 
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full value. The supreme court had previously held that such equalization 
is no longer permissible since enactment of the full-value provisions of the 
Butler Bills in 1945.22 Therefore, the court ruled that the measure of 
recovery should be the amount by which the railroad was “constructively 
defrauded,” this being the difference between the amount of taxes extended 
against its property and the amount which would have been extended had 
locally assessed property been equalized at 100 per cent of full, fair cash 
value. This means that all of the rates extended against the railroad’s prop- 
erty in each of the taxing districts in which it is located must be recomputed 
using an adjusted total valuation. The court further declared that the 
county-wide weighted average ratio of equalized assessed value to full value 
should be used in calculating the adjusted valuation of locally assessed 
property at 100 per cent full value. 


Consequences of the Railroad Valuation Decisions 


In the G. M. & O. opinion Mr. Justice House comments: “This 
decision does not solve the problem in other counties, save only as to the 
availability of the remedy and the measure of recovery to be used.” *% 
Thus, the litigation of similar railroad valuation objections will continue 
until some workable scheme can be devised for eliminating this recognized 
discrimination. 

Establishment of an assessment level at 55 per cent instead of 100 per 
cent of full value for all property has been considered as a possible solution 
to this problem but so far has been rejected by the legislature. While this 
might achieve uniformity on a level more acceptable to the public, it is 
complicated by the necessary adjustments which would have to be made in 
other statutes concerning maximum rate limitations and qualifying levies 
for various forms of state aid which are presently related to full-value assess- 
ments as equalized or assessed by the Department of Revenue. Such a plan 
would also create problems with respect to bonding powers in various 
taxing districts. 

In one of the early cases involving application of the principles of 
uniformity with respect to the assessment of railroad property, the court 
said: 


“If the assessors, regardless of the strict injunction of the law, shall 
place a value upon property far below its real cash value, and such a 
practice goes on unchallenged, and is recognized by the authorities 
having special charge of the revenue of the State, that misconduct must 
also contain within itself the great and cardinal principle of uni- 
formity” *4 


22 Chicago, B. & Q.R.R. v. Department of Revenue, supra note 19. 
2322 Ill. 2d at 114, 174 N.E.2d at 188. 
24 Chicago & N.W. Ry. v. Boone County, 44 Ill. 240, 242-43 (1867). 
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Prior to enactment of the Butler Bills the supreme court repeatedly 
held that the constitutional guarantee of uniformity was paramount to the 
full-value statutory requirements. After determining the full value of 
railroad operating property, the Department of Revenue was required to 
equalize that value to the level of the state-wide average debasement of 
locally assessed property and divide the equalized value among the taxing 
districts where the property was located.*> In the recent case of Chicago, 
B. & Q.R.R. v. Department of Revenue,** the railroad again contended 
that its full value assessment should be reduced so that the valuation certified 
to the local taxing units would be uniform with the locally assessed valu- 
ations, as equalized by the Department of Revenue. The court held that 
such debasement of railroad assessments is no longer permissible, stating: 


“With the enactment of the Butler amendments to the Revenue Act 
in 1945, the General Assembly required that all valuations upon which 
tax rates are extended must be at full, fair cash value. It is the duty of 
the Department of Revenue to carry out the statutory mandate. 
Assessments made by the Department must be at full value, (Ill. Rev. 
Stat. 1955, chap. 120, pars. 502, 561) and local assessments must be 
equalized by the Department to full value by increasing or reducing 
the aggregate assessed valuations made in the several counties. Ill, Rev. 
Stat. 1955, pars. 627, 630.” 27 


The strict enforcement of the present laws as contemplated by the 
court would accomplish the desired uniformity, but the political pressures 
which have brought about these discriminatory assessment practices will 
no doubt continue to thwart efforts to achieve this ideal. So long as this 
stalemate exists, the taxes paid under protest continue to mount and the 
taxing districts are harassed by financial uncertainty.*8 


Determination of “Full, Fair Cash Value” 


Section 20 of the Revenue Act states that each real estate tract or lot, 
leasehold estate, improvement, and coal mine shall be valued at its “fair 
cash value estimated at the price it would bring at a fair voluntary sale.” 2% 
Section 21 requires all personal property to be valued at its fair cash value 


25 Mobile & Ohio R.R. v. Tax Comm’n, 374 Ill. 75, 28 N.E.2d 100 (1940). 

2617 Ill. 2d 376, 161 N.E.2d 838 (1959). 

27 Jd. at 390-91, 161 N.E.2d at 847. The court distinguishes Mobile & O.R.R. v. 
Tax Comm’n, supra note 25, pointing out that the language used in the 1937 statute 
involved in that case, Int. Rev. Strat. c. 120, § 56.8 (1937), differs from the wording 
of that same section in the 1955 law, Itt. Rev. Srat. c. 120, § 567 (1955). 

28For a thorough discussion of equalization of local property tax assessments 
and recommendations regarding effective equalization programs, see NATIONAL Tax 
Ass’N, REPORT OF THE COMMITTEE ON STATE EQUALIZATION oF LocaL Property Tax 
ASSESSMENTS (1958). 

29 Itt. Rev. Stat. c. 120, § 501 (1961). 
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and capital stock at the fair cash value thereof including the franchise, over 
and above the assessed value of the tangible property of the company or 
association.®° 

The term “fair market value” has often been defined as the price the 
property would bring at a voluntary sale, where the owner is ready and 
willing to sell, but not compelled to do so, and the buyer is ready, willing, 
and able to buy, but not forced to do so.*! The legislature has now author- 
ized the County Board to prepare and maintain a detailed property record 
system for use by assessing officials. Professional firms may be hired to 
assemble the data including tax maps, ownership lists, valuation standards, 
and property record cards, including appraisals. The statute specifically 
provides that these records shall not be considered to be assessments, and 
the system does not limit the powers and duties of assessing officials.5* 

The County Board in downstate counties other than St. Clair, may 
now appoint a supervisor of assessments or county assessor, subject to a 
back-door referendum.** In appointing such officer, the Board is directed 
to choose a person who is qualified by virtue of experience and training 
in the field of property appraisal and property tax administration, or training 
and experience of an equivalent nature. The County Treasurer is ex officio 
supervisor of assessors in counties where the Board has not appointed a 
supervisor. 

The assessment supervisor has the same authority as the township 
assessor in making changes in assessments, subject to the condition that 
the property owner must be notified before increasing an assessment already 
made by the Township Assessor.*4 

In the many valuation cases reviewed by the supreme court, a variety 
of criteria for determining full value of various types of property have been 
considered. Assessed valuations which exceed the purchase price of the 
property in a recent arms-length transaction have been held to be con- 
structively fraudulent.*® Capitalized net income without deduction for bond 
principal and interest payments, historical cost, and reproduction cost less 
depreciation have been found to be factors to be considered in determining 


307d. § 502. 

31 People ex rel. Rhodes v. Turk, 391 Ill. 424, 63 N.E.2d 513 (1945), and cases 
cited therein. 

82Tir. Rev. Sat. c. 34, § 425 (1961). See also People ex rel. Spitzer v. LaSalle 
County, 20 Ill. 2d 18, 169 N.E.2d 521 (1960), which held, under the 1955 statute, that 
a contract with a private firm for preparation of a detailed property record system 
covering all assessable commercial and industrial real property and tangible personal 
property in the county was not ultra vires and that the statute did not violate the 
constitutional provisions which limit the powers to assess to assessing officials. 

83 Itt, Rev. Stat. c. 120, § 484a (1961). 

41d. § 576. 

35People ex rel. Rhodes v. Turk, supra note 31; People ex rel. McGaughey v. 
Wilson, 367 Ill. 494, 12 N.E.2d 5 (1937). 
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full value of income-producing properties and such structures as bridges 
which have no market value and are not generally affected by the influences 
of supply and demand.*¢ 

In determining the value of railroad operating property, the statute 
directs that the Department of Revenue shall consider two factors: (1) 
the actual or market value of its stock, bonds, and all other indebtedness 
as shall be applicable to operating the road in Illinois, considering the 
quotations for the next preceding five years, and (2) the net earnings of 
the company during the preceding five years apportioned to Illinois. In 
addition, the Department is authorized to consider such other information 
as they may determine to have a bearing on the fair cash value of the 
property.*7 On the basis of this general authority, the railroad assessor 
has used a third factor, reproduction cost of Illinois operating property 
less depreciation. To the average of these three factors is applied the 
assessor’s so-called “judgment factor” so as to take into consideration various 
economic conditions in the industry.** 


Assessment and Equalization of Personal Property 


Present laws call for assessment and equalization of tangible and 
intangible personal property on the same full-value basis as real estate. 
Recently the validity of the use of the same multiplier for locally assessed 
personal property as is applied to real estate was challenged on the ground 
that comparisons of personal property sales values to local assessed values 
were not considered in determing the multiplier and that real estate trans- 
actions alone were used. In rejecting this argument, the supreme court 
pointed out that section 146 of the Revenue Act *® does not provide that 


36 E.g., People ex rel. Schmulbach v. City of St. Louis, 408 Ill. 491, 97 N.E.2d 
252 (1951) (assessment of the Illinois portion of MacArthur Bridge); People ex rel. 
Johnson v. Robison, 406 Ill. 280, 94 N.E.2d 151 (1950) (held that in the assessment 
of rental property, capitalized net income must be considered); People ex rel. Hellyer 
v. Hendrickson, 373 Ill. 99, 25 N.E.2d 507 (1940) (held that an opinion as to value 
of a building containing a theater, hotel rooms, stores, and an apartment, which was 
based upon capitalized income alone and ignored reproduction and historical costs 
of the improvements, was not sufficient to establish gross over-valuation); People 
ex rel. Wangelin v. St. Louis Bridge Co., 357 Ill. 245, 191 N.E. 300 (1934) (held that 
reproduction cost and capitalized net earnings at 6% were elements which assist in 
determining fair cash value of Eads Bridge). In People ex rel. Wangelin v. City of 
St. Louis, 367 Ill. 57, 10 N.E.2d 369 (1937), the court said that reproduction cost would 
not conclusively establish the real value of a bridge and that the earning power of the 
bridge was an important element. 

37 It. Rev. Stat. c. 120, § 561 (1961). 

38 See Chicago, B. & Q.R.R. v. Department of Revenue, 17 Ill. 2d 376, 161 N.E.2d 
838 (1959), and Chicago & N.W. Ry. v. Department of Revenue, 6 Ill. 2d 278, 128 
N.E.2d 722, cert. denied, 351 U.S. 950. 76 Sup. Ct. 844, rehearing denied, 352 US. 859 
77 Sup. Ct. 22 (1955), wherein the assessment of railroad operating properties is 
discussed in detail. 

39]it. Rev. Stat. c. 120, § 627 (1955). 
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the assessment ratio of locally assessed personal property must or can be 
determined from an analysis of sales alone.*° An official of the Department 
of Revenue testified that sales-assessment ratios for personal property cannot 
be determined because no state or county records are maintained which 
would show the sale values. However, by the use of appraisal guides for 
automobiles and trucks, livestock reports, and the like, plus spot checks, 
the Department does compute assessment ratios for such items. 

The court also held that the failure of the assessor, or any of his 
deputies, personally to visit the taxpayer’s place of business and to require 
the listing of his personal property as required by section 48 of the 
Revenue Act,*! was merely an irregularity and was not sufficient to vitiate 
the tax. 

The administration of the personal property tax laws has been a 
troublesome problem for years. Although the uniformity provisions of the 
constitution are considered to prohibit classification of personal property, 
it is a matter of common knowledge that de facto classification of personal 
property exists in most, if not all, of the counties. This has helped to 
create a public disrespect of the personal property tax laws which has been 
reflected by intentional omissions on personal property tax returns and 
the high rate of personal property tax delinquencies. 

Proposed amendments of the Revenue Article which have rallied the 
greatest support in recent years have contained provisions which would 
permit the General Assembly to classify personal property for taxation.*? 


Assessment of Omitted Property 


Real or personal property which has escaped assessment for a prior 
year or years must be assessed in downstate counties by the Board of Review 
and in Cook County, by the assessor, either on his own motion or by direc- 
tion of the Board of Appeals.#* The Department of Revenue has authority 
to assess capital stock omitted from assessment with regard to companies 


40 People ex rel. Reinhardt v. McRoberts, 22 Ill. 2d 282, 174 N.E.2d 841 (1961). 
The taxpayer relied upon In re Chicago Rys., 79 F. Supp. 989 (N.D. Ill. 1948), aff'd, 
175 F.2d 282 (7th Cir.), cert. denied, 338 U.S. 850, 70 Sup. Ct. 94 (1949), wherein 
the court’s finding was that it was constructively fraudulent to apply to the tangible 
personal property assessment of the bankruptcy debtors the equalization multiplier 
based only upon real estate transfers and appraisals. The Illinois Supreme Court 
commented that the proof in the McRoberts case was sufficient to distinguish it from 
the federal case, and that the district court’s findings regarding the multiplier were 
held for naught by the decision of the circuit court of appeals to the effect that such 
a finding was not necessary to an adjudication on the merits. 

41 Tit. Rev. Strat. c. 120, § 529 (1955). 

42Seven of the twelve proposed amendments introduced in the 72d General 
Assembly in 1961 contained provisions for classification of personal property. See also 
the comments in Troupis, Full Fair Value Assessment in Illinois, 44 Itt. L. Rev. 160, 
177 (1949). 

43 Itt. Rev. Srat. c. 120, §§ 589, 594, 602 (1961). 
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whose capital stock is subject to original assessment by the Department.‘ 
The statutes and cases applicable to this subject have previously been dis- 
cussed at length in the aforementioned symposium appearing in the 1952 
summer edition of the Law Forum.*® In a more recent decision, the 
supreme court held that the giving of notice, actual or by law, to the 
owner, together with the opportunity of the owner for a hearing of some 
description, were conditions precedent to a valid assessment by the Board 
of Review of an oil and gas lease for the preceding year.*® The court 
commented that the taxpayer is entitled to rely upon the statutory provisions 
prohibiting an assessor from assessing omitted property, and he has the 
right to await notification from the Board of Review before taking any 
action concerning property omitted from the tax rolls. 


Recent Statutory Changes 


In addition to those amendments and additions to the various statutes 
dealing with the assessment and equalization of real and personal property 
which have already been discussed, the following are significant. 

Change in Assessment Dates. The legislature has shifted the assessment 
and lien date for real property from April 1 to January 1, effective in 
1959, but allowed the date for assessment and lien on personal property 
to remain at April 1.47 The years for the quadrennial assessment have also 
been altered. Cook County is now divided into four assessment districts, 
having staggered quadrennial assessment years beginning in 1961.48 In 
downstate counties, the next quadrennial assessment years are 1963 in 
counties having a township form of government and 1962 in counties with a 
commission form of government, with the exception of townships lying 
wholly within a city having more than 50,000 inhabitants. With regard to 
these excepted townships, the statute was twice amended at the 1961 session 
of the legislature. The last bill passed limits the exception to such town- 
ships located in counties not having a board of assessors and provides that 
the quadrennial assessment in those townships shall be in 1960 and each 
four years thereafter.*® 

The 1961 legislature added section 28.1 to the Revenue Act with 
respect to a transfer of property for a use which is exempt from property 


441d. § 498. 

45 Gale, Assessment and Collection of Taxes, 1952 U. Inu. L.F. 192, 201. 

46 People ex rel. Shirk v. Glass, 9 Ill. 2d 302, 137 N.E.2d 265 (1956). 

4TILy. Rev. Strat. c. 120, §§ 509, 511, 524, 528 (1961). 

48 The 1959 amendments changing the assessment and lien dates for real estate 
to Jan. 1 and establishing the four assessment districts in Cook County with staggered 
quadrennial assessment years were held to be valid in Apex Motor Fuel Co. v. 
Barrett, 20 Ill. 2d 395, 169 N.E.2d 769 (1960). 

49 ILL. Rev. Stat. c. 120, § 524 (1961). The 1959 statute did not limit the exception 
to counties not having a board of assessors. 
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taxation. It provides that such property is now exempt from taxes beginning 
on the date of the vesting of title and the transferor is taxed for only that 
portion of the year during which he retained title.5° 

Equalization Multiplier Frozen. In 1959, sections 146 and 151 of the 
Revenue Act were amended to provide that the equalization factor certified 
for each county or assessment district in its quadrennial assessment year 
shall be used for each of the three succeeding years.5! 

Intracounty Equalization. The Board of Review in downstate counties 
has been empowered to act as an equalizing authority within the county. 
It may raise or lower the total assessed value of property in any assessment 
district in order to achieve a level of 100 per cent of full value. An 
annual assessment ratio study is to be prepared by analysis of property 
transfers, appraisals, and such other information as may be submitted by 
interested taxing bodies and by such other means as the Board may deem 
reasonable and proper. From such ratio studies, the Board determines the 
amount to be added or subtracted from the aggregate assessment of property 
subject to local assessment in each assessing district so as to produce 100 
per cent full value. However, in any one year the aggregate assessment for 
the district may not be increased or decreased more than 25 per cent of the 
equalized valuation for the previous year, exclusive of additions and dele- 
tions. The results of the Board’s equalization work is to be reported to the 
Department of Revenue. The assessment of any class of property or any 
township, or part thereof, cannot be increased until the Board has published 
notice of the proposed increase and given the property owners an oppor- 
tunity to be heard.*? 

Record of Assessment and Equalization Action by Department of 
Revenue. The Department now has the duty to keep a record of its acts 
and doings relative to the assessment of property and the equalization of 
assessments. Such record shall be available for public inspection and copies 
thereof may be obtained.®3 


Tax Levy ProstemMs 


The basic requirements for producing valid tax levies have already 
been ably stated in the 1952 summer edition of the Law Forum.54 More 


50 Td. § 509.1. 

51 Id. §§ 627, 632. 

521d. §§ 589, 589.1. In People ex rel. Miller v. Doe, 22 Ill. 2d 211, 174 N.E.2d 
830 (1961), the court held that the Board of Review of LaSalle County had the 
power and jurisdiction to enter an order for a horizontal increase in assessed values 
by class; that the classification of real estate into lots and lands for the purpose of 
applying a different per cent increase to each was not arbitrary nor capricious and 
did not violate constitutional uniformity provisions; and that it was the duty of the 
Board to correct the discriminatory changes made by the township assessor. See also 
Hossack v. Kane County Bd. of Review, 21 Ill. 2d 11, 170 N.E.2d 591 (1960). 

53 Tut. Rev. Stat. c. 120, § 611 (1961). 

54 Beckett & Wright, Requirements for Valid Tax Levies, 1952 U. Itt. LF. 169. 
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recently, the legal aspects of local property tax financing for the public 
school system were discussed as part of a symposium on school law appear- 
ing in the 1958 fall issue of the Law Forum.®® Subsequent to the writing 
of these articles there has been a recompilation of the Counties Act; a 
codification of the Roads and Bridges Act, now called the Illinois Highway 
Code; a codification of the Cities and Villages Act, now entitled the Illinois 
Municipal Code; and the 1945 School Code has been revised and appears as 
the School Code of 1961. While many of the statutes have been renum- 
bered, with few exceptions the laws concerning tax levy procedures remain 
substantially the same. 


Maximum Rate Limits 


While matters of itemization, proper purposes, time limitations, levy 
certification, excess balances, and other technicalities in connection with the 
preparation and adoption of proper tax levies continue to plague the 
corporate authorities of taxing districts, the most troublesome problems of 
late have involved maximum tax rate limitations. Ever since the advent of 
the Butler Bills, there has been widespread confusion with regard to deter- 
mination of tax rate limits in taxing districts of less than 500,000 population. 
The sudden increase of assessed valuations from the relatively low 1945 
debased assessments to the theoretical full values without appropriate adjust- 
ments in the tax rate limits would have resulted in staggering increases in the 
tax bills. Consequently, the various statutes containing taxing rate limits 
were amended to reduce the rates by 50 per cent and to make the rate 
limit provisions subject to the Revenue Act. At the same time further 
restrictions on rates were imposed by the addition to the Revenue Act 
of section 162a, which provided formulas for computing minimum and 
maximum rates to be applicable for the next five years.5® While these 
formula rate limits were held to be constitutional,57 they proved to be 
unworkable, and so the formulas were revised by the so-called Hodge- 
Downing Amendments of 1947.58 The new formula provisions of section 
162a were designed to maintain the tax levies at approximately the same 
level as before the increase of assessed valuations to full value, with allowance 
for a rate increase of 5 per cent and permitting further increases by 
referendum. 

Initially the amended formula provisions were to be in effect until 
December 31, 1951, but in 1951 the expiration date was extended to 


55 Watts, Burrows & Sharp, Legal Aspects of School Finance, 1958 U. In. LF. 
356. 

56 Try. Rev. Stat. c. 120, § 643a (1945). 

57 Anderson v. City of Park Ridge, 396 Ill. 235, 72 N.E.2d 210 (1947). This case 
held that the uniformity provisions of the constitution concern assessed valuations and 
have no application to a statute for determining rates. 


58 Itt. Rev. Stat. c. 120, § 643a (1947). 
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December 31, 1952 for school districts, and December 31, 1953 as to all 
other taxing districts. Preparatory to the release of the school districts 
from the formula provisions, a new section was temporarily added to the 
School Code to provide for the establishment of permanent rate limits for 
the educational and building funds of each district prior to January 1, 1953.59 
In 1953 the rate limits so determined were continued in effect by the ad- 
dition of section 17—5.3 to the School Code, even though school districts 
were no longer subject to the formula provisions of the Revenue Act.® 
Subsequent amendments to the School Code have eliminated all scaled rates 
for the various school funds and now they are governed by the rate limits 
set forth in the 1961 School Code.** 

The 1951 legislature likewise provided for an orderly change to local 
determination of maximum tax rate limits for the funds of all other taxing 
districts which were then subject to the provisions of the Revenue Act. 
This transition was to be accomplished (with a few exceptions) by 
December 31, 1951, under the procedure outlined in section 162b, added 
to the Revenue Act at that time.** Except in those cases where a referendum 
was held to increase the rate limit, the scaled rates determined under the 
formula provisions of section 162a generally were continued in effect as 
permanent rate limits under section 162b, but those limits could be increased 
or decreased by referendum.® As the result of this legislation, the tax rate 
limits for all funds had been established on a permanent basis prior to the 
expiration of the formula provisions of section 162a on December 31, 1953, 
and the rate limits so established still continue to be in effect except where 
modified by referendum or subsequent statutory amendment.® 


59 Tut. Rev. Strat. c. 122, § 17—5.2 (1951). 

60 Itt, Rev. Stat. c. 122, § 17—5.3 (1953). 

61 Trp. Rev. Stat. c. 122, § 17—2 (1961). Tax rate limits for school districts of 
over 500,000 population are governed by § 34—53 and certain other special sections 
of article 34 of the 1961 School Code. 

62 Tit. Rev. Stat. c. 120, § 643b (1951). 

63 Cities were allowed to increase the rate limit for the general corporate fund 
10% without a referendum by adopting a resolution approved by the vote of % of 
the members of the corporate authority. 

64 People ex rel. Rose v. New York C.R.R., 22 Ill. 2d 266, 174 N.E.2d 809 (1961). 
The court held that the provisions of § 162b of the Revenue Act are not unconstitutional 
and that the rate limits established thereunder remain in effect. Justice Daily com- 
mented: “As has been seen from the legislative history and language of sections 162a 
and 162b, the transition to locally established maximum rates had already been accom- 
plished under section 162b procedures before December 31, 1953, the expiration date 
of the formula provisions, and the rates which were established under such procedures, 
either by action or inaction of the taxing authorities prior to December 31, 1951, 
remained in effect after December 31, 1951, except as changed by later referenda or 
subsequent legislation exempting them. Once such rate limits were so established, they 
became the permanent, controlling rates, and were no longer dependent upon the 
formula provisions of section 162a, nor the continued existence of such provisions. 
This is clearly why the formula provisions were deleted from section 162a in 1955, 
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As a further cushion against the impact of full value assessments, 
section 162c was enacted in 1951 to provide that effective January 1, 1952, 
all tax rate limits contained in other acts subject to the General Revenue 
Law were reduced to 80 per cent of such statutory maximum rate.® 
Initially this section did not apply to school districts or taxing districts 
of more than 500,000 population and did not affect tax rate limits established 
under sections 162a and 162b of the Revenue Act. These provisions did 
apply to reduce the maximum rates which could be extended for new funds 
or in new taxing districts created after January 1, 1952. With regard to an 
increase in maximum rate limit by referendum held after January 1, 1952, 
the supreme court held that the district might authorize the statutory rate 
limit, but the provisions of section 162c would operate to reduce temporarily 
the voted rate to 80 per cent of the statutory limit so long as section 162c 
remained in effect.°* These restrictions have now been lifted except as to 
taxing districts created after January 1, 1952, and additional funds and taxing 
districts have been made exempt from the provisions of this section.®7 

Tax levies for which minimum qualifying rates are prescribed with 
regard to eligibility for state aid grants for poor relief, tuberculosis control, 
equalization aid for educational purposes, and for distribution of motor fuel 
tax funds may not be reduced to less than the amounts produced by such 
qualifying rates. 

Because of public resistance to proposed increases in tax rate limits 
by referendum, each session of the legislature has seen renewed efforts to 
exempt or exclude without referendum types of taxing districts and funds, 
by class, from the maximum tax rate limits of the Revenue Act. Amend- 
ments to the Counties Act and the Cities and Villages Act have added new 
funds to the list of taxes which may be extended in addition to and in 
excess of the maximum rate for general county purposes or the corporate 
fund, without a referendum. Such legislative action has the effect of disfran- 
chising the taxpayer by eliminating his opportunity to determine the maxi- 
mum tax rates he is willing to accept, thereby removing one of the effective 
controls over government spending on the local level. 


CoNCLUSION 


“The enforcement of the uniformity requirements of the constitution 
is not a new problem in this court nor with the legislature, and it cannot 


for inasmuch as local rates were already established under section 162b, there was no 
longer need for the formula.” Id. at 275-76, 174 N.E.2d at 814. See also People ex rel. 
Nordstrom v. Chicago and N.W. Ry., 16 Ill. 2d. 264, 157 N.E.2d 54 (1959); People 
ex rel. Carter v. Touchette, 5 Ill. 2d 303, 125 N.E.2d 473 (1955). 

6 Tur, Rev. Srat. c. 120, § 643c (1951). 

66 People ex rel. Rose v. New York C.R.R., supra note 64; People ex rel. Gaston 
v. Southern Ry., 21 Ill. 2d 272, 171 N.E.2d 777 (1961). 

87 Tit. Rev. Strat. c. 120, § 643c (1961). 
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truthfully be said that either branch of government has ever yet 
arrived at a satisfactory solution. It may be that the ideal is beyond 
attainment through available human agencies, yet the quest cannot be 
abandoned either by the legislative or judicial branch of government. 
The problem is administrative rather than legislative or judicial, and 
the administrative difficulties have so far proved insurmountable in so 
far as any exact attainment of the desired end is concerned.” ® 


The foregoing remarks of Justice Shaw in Mobile, Ohio R.R. v. Tax 
Comm’n are still germane and provide a succinct appraisal of the current 
property assessment and equalization problems in Illinois. The tax levy 
problems are not unrelated. In the drafting of the formula provisions 
originally used to compute many of the present maximum rates the legis- 
lature contemplated that such rates would be extended against assessments 
at 100 per cent of full value. Consequently, the application of these rate 
limits to assessments far below full value places greater restrictions on the 
amounts which may be produced by property taxation than was ever 
intended. Currently, the financial plight of the taxing districts is being 
further complicated by the filing of railroad valuation objections. 

The abandonment of tax rate limits may provide a sedative but is 
not the cure. Perhaps the answer lies in an effective public information 
program sponsored by the Department of Revenue to advise the taxpayer 
of the seriousness of the present situation and to enlist his help in resolving 
these difficulties by accepting and encouraging proper administration of 
the assessment and equalization laws, by demanding greater efficiency and 
economy in the operation of the taxing districts he supports, and by 
exercising restraint with regard to additional services to be demanded of 
local governmental agencies. 


68 Mobile & Ohio R.R. v. Tax Comm'n, 374 Ill. 75, 83, 28 N.E.2d 100, 104 (1940). 











TAXATION OF CORPORATIONS IN 
ILLINOIS 


BY ELROY C. SANDQUIST, JR. * 


BEFORE CONSIDERING TAXES that apply only to corporations in 
Illinois, it must be remembered that corporations also are subject to the 
two main sources of revenue in this state, the general property tax and 
the sales-use tax. All corporations, both foreign and domestic, are subject 
to the property tax on their real estate and their tangible personal property 
located in Illinois. 

It has been maintained that corporations at this time pay more than 
their share of taxes within Illinois.1 While such statements are made by 
interested parties, the assessment practice that has developed over the years, 
especially in Cook County, has been in favor of individuals to the detri- 
ment of corporations. As to real estate in Cook County, the de facto 
classification whereby residential property is assessed at approximately 
thirty-five per cent of full value as compared to commercial and industrial 
at about sixty-five per cent is unfavorable to corporations, their ownership 
of real estate being primarily of the latter type. 

As to personal property, most corporations are on the Assessor’s roll, 
while most individuals, especially in Chicago, are not. In addition, the 
applicable rates used for assessing classes of personal property which 
corporations primarily own are much higher than those used on the classes 
of personal property of the type primarily owned by individuals. The 
collection procedures on delinquent personal property taxes are also stricter 
on corporations as compared with other types of taxpayers.” 

It is not difficult to understand how these practices developed over 
the years, as the increased taxes paid by corporations are passed on to the 
public through higher prices for goods and services offered. These concepts 
furnish a background in considering taxes that apply only to corporations. 


* ELROY C. SANDQUIST, JR. BS. 1943, United States Naval Academy; 
J.D. 1950, Northwestern University; member of the firm of Peterson, 
Lowry, Rall, Barber & Ross, Chicago, Illinois. 


1Cuicaco Ass’N OF COMMERCE AND INbustTRY, Civic FEDERATION OF CHICAGO, 
Ittinois State CHAMBER OF COMMERCE, & TAXPAYERS’ FEDERATION OF ILLINOIS, The 
Share of Illinois Taxes Borne by Corporations; Should the Corporate Franchise Tax 
Be Increased? (1961). This article maintains that corporations pay: 50% of the 
Chicago real estate tax, 86% of the personal property tax in Cook County, 67% of 
the personal property tax of the entire state. 

2In Cook County most individuals are not sued for back taxes in a court of 
record because the amount of tax involved is not sufficient to justify the cost of suit. 
As the bills of corporations are generally of a higher amount, the state can afford to 
bring suit to perfect its lien against the property of the corporation. 
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CapiraL Stock Tax 


Some twenty-five years ago, the Annual Report of the Illinois Tax 
Commission stated, “There is no single phase of tax administration more 
sorely in need of overhauling than the capital stock tax.”* The only 
difference to be found in 1961 is that other aspects of tax revenues and 
administration are also greatly in need of revision. 

The capital stock tax was part of the Revenue Act of 1872 and is 
found in section 21 of the Revenue Act of 19394 in substantially the same 
form. It has been defined by the Supreme Court in Illinois C.R.R. v. Carr ® 
as follows: 


“It was long ago decided by this court what is included in the term 
‘capital stock,’ and it was held that it embraces all the property 
belonging to the corporation, including all its rights, contracts, privi- 
leges, good will and everything of value that appertains or belongs to 
the corporation, of any character of description, whether tangible or 
intangible, corporeal or incorporeal; that the term does not mean the 
shares of stock but designates the property of the corporation subject 
to taxation.” ® 


From the above definition it is easily seen that the term “capital 
stock” does not really describe the type of property that is represented by 
the assessment. It specifically does not mean the shares of stock either 
separately or collectively, but refers to the aggregate property of the 
corporation.” A more descriptive title would be “corporate excess” because 
it represents the excess of the value of the corporation’s assets over and 
above the assessed value of its real estate and tangible assets. It has also 
been called a tax on the intangible assets of a corporation. 

The tax is imposed on all domestic corporations and not on foreign 
corporations. In Western Union Tel. Co. v. Lieb,’ the supreme court held 
invalid a capital stock assessment against a foreign corporation licensed to 
do business in Illinois. However, the basis of that decision was the lack 
of statutory authority for the tax, and not any constitutional prohibition 
against an enactment. There is no reason why the intangibles of a foreign 
corporation could not be taxed by the capital stock tax, if it applied to 
the amount represented by assets having acquired a business situs within 
Illinois. Yet, the legislature has failed to amend the Revenue Act to include 


STLLiInois Tax CoMMISSION, 16TH ANNUAL REPORT, ASSESSMENT YEAR 1934. 
4TItt. Rev. Strat. c. 120, § 502 (1961). 

5 302 Ill. 172, 134 N.E. 138 (1922). 

6 Jd. at 179-80, 134 N.E. at 141. 

7People v. Commonwealth Edison Co., 367 Ill. 260, 11 N.E.2d 408 (1937). 
876 Ill. 172 (1875). 
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foreign corporations within the scope of the capital stock tax as now 
designated. 

The capital stock tax is a personal property tax® and therefore 
subject to the uniformity clause of the constitution. As a personal property 
tax it does not become an automatic lien against the real estate of the 
corporation. In Belleville Nail Co. v. People ex rel. Weber'® the court 
held that the failure of the County Collector to perfect the lien of the 
capital stock tax pursuant to section 183 of the Revenue Act of 1872," 
prevented the state from asserting a lien against real estate owned by the 
corporation on the tax date, but later transferred to a bona fide purchaser. 

As the capital stock tax is a personal property tax, it has caused 
confusion to many taxpayers and brought difficulties to those administering 
the assessment and collection of personal property taxes. This mainly 
results from situations where the taxpayer receives two personal property 
tax bills for one year, because the corporation has its tangible assets valued 
by the local assessor and its capital stock by the Department of Revenue. 

The Revenue Act of 1939 gives to the Department of Revenue juris- 
diction to assess the capital stock of all domestic corporations not exempt 
from the tax with the exception of those “organized for purely manufac- 
turing and mercantile purposes, or for either of such purposes, or for the 
mining and sale of coal, or for printing, or for the publishing of newspapers, 
or for the improving and breeding of stock, or for banking, or for building 
and loan purposes.” 12 As corporations organized for purely manufacturing 
and mercantile purposes are subject to the capital stock tax,!* their capital 
stock is assessed by the local assessors.’ Ordinarily, the provisions of the 
corporate charter determine which class the corporation comes under. The 
general rule is that a corporation which has a service-type business will 
be assessed by the Department of Revenue.'® 

With local assessors from 102 counties involved in making capital 
stock assessments, there is a wide variance throughout the state as to uniform 
assessments. The equalization factor determined by the Department of 
Revenue for each county is applied to the capital stock assessments of 


®People ex rel. Little v. St. Louis Merchants Bridge Co., 291 Ill. 95, 125 N.E. 
752 (1920). 

1098 ll. 399 (1880). 

11qpL. Rev. Stat. c. 120, § 708 (1961). 

127d. § 502. 

13 Jd, § 499, 

147d. § 498. 

15Some examples of service-type corporations as designated by the Department 
of Revenue are: advertising, amusement, building ownership and operation, bus trans- 
portation, cemeteries and undertakers, commission and brokerage, contractors, garages, 
hotels, insurance, laundry and cleaning, realty, safe deposit, security investment and 
finance, trucking, warehouse and storage, and public utilities. 
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the local assessors, which has an equalizing effect. There is no way to 
determine, however, how many corporations are escaping the tax because 
of not being on either the Department’s roll or that of a local assessor. 
The department reviews all new corporate charters each year to decide 
which new corporations should be placed on its roll. The burden is then 
on the corporation to prove that it is purely mercantile or manufacturing 
and subject to the jurisdiction of the local assessor. 

The Department of Revenue has promulgated Rule 12 which deals 
with objections to the capital stock assessment on jurisdictional grounds. 
The main object of this rule is to keep the Department informed as to any 
corporation which may be removed from the local assessor’s roll for 
capital stock purposes. The supreme court has held that an electric light 
plant furnishing electricity to its customers was not organized for purely 
manufacturing and mercantile purposes.’* Similarly, a telephone company,'* 
a gas company,!® a cattle dealer,!® and a water power company *’ have 
been held to be under the jurisdiction of the Department of Revenue for 
capital stock assessments. 

In the recent case of People v. Charles Levy Circulating Co.1 the 
supreme court reaffirmed the doctrine that the corporation’s charter deter- 
mines whether the corporation is engaged in a service business or not. In 
upholding the capital stock assessment of the Department of Revenue, 
the court found that the corporation was authorized to engage in activities 
other than those with purely manufacturing and mercantile purposes. This 
victory for the state proved to be a nominal one, however, because 
when the Levy case was retried in the Circuit Court of Cook County 
the application of the formula for capital stock valuation resulted in no 
assessment against the corporation for its capital stock for the tax year 
involved. 

Another troublesome question concerning the capital stock assessment 
is the place where the assessment should be made. The statute 2? provides 
that the capital stock of corporations shall be listed and taxed in the taxing 
district where the principal office of the corporation is located within the 
state. Prior to the enactment of the Business Corporation Act of 1933,7% 
a corporation listed its principal office in its charter, which was held to 


16 People ex rel. Mercer v. Wyanet Elec. Light Co., 306 Ill. 377, 137 N.E. 834 


(1922). 
17Central Union Tel. Co. v. Onken, 271 Ill. 638, 111 N.E. 603 (1916). 


18 Ottawa Gas Light & Coke Co. v. Downey, 127 Ill. 201, 20 N.E. 20 (1889). 
19 Distilling & Cattle Feeding Co. v. People ex rel. Barnewolt, 161 Ill. 101, 43 N.E. 


779 (1896). 
20 Moline Water Power Co. v. Cox, 252 Ill. 348, 96 N.E. 1044 (1911). 


2117 Ill. 2d 168, 161 N.E.2d 112 (1959). 
22Ttt. Rev. Stat. c. 120, § 538 (1961). 
23 Jd. c. 32, §§ 157.1-.167. 
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be the location for the assessment of its capital stock.2* However, after the 
passage of the aforesaid act, a corporation names a registered office rather 
than a principal office in its charter. But, the registered office has no status 
as far as capital stock is concerned, and the corporation is free to establish 
its principal office in the place it so desires.2® It becomes a question of 
fact as to where the principal office is located, and is not merely a matter 
of naming the principal office in the corporation’s charter. 

The capital stock tax assessment by the Department of Revenue is 
made on the basis of capital stock tax returns, which are sent to all corpo- 
rations on the assessment roll of the Department in April of each year. 
The returns are due by June 1 of each year. Upon request, the Depart- 
ment will grant extensions of time for the filing of the returns. Corpo- 
rations which have their principal office in Cook County file their returns 
with the Chicago office of the Department, while those with their principal 
office outside of Cook County file their returns with the Springfield office 
of the Department. 

The Department determines a tentative capital stock assessment for 
each corporation and mails the notice of the assessment to the corporation 
around the first of November of each year. The Department also publishes 
in the state official newspaper a listing of the tentative capital stock assess- 
ments against all corporations. The corporation has ten days after the 
official listing to file an objection to the tentative assessment. The hearings 
on objections are held at either the Chicago or Springfield offices of the 
Department. The corporation receives a notice of the action of the 
Department as a result of the hearing as to either confirmation of the 
tentative assessment or reduction thereon. 

If the corporation fails to file a capital stock tax return, the Depart- 
ment will make an estimate assessment. This estimate would include a 
fifty per cent penalty for failure to file a return. As a practical matter, 
the Department will increase the amount of the assessment each year 
against corporations which fail to file returns. 

After the completion of the hearings, the Department certifies the 
assessment to the County Clerk of the county in which the principal office 
of the corporation is located. The applicable tax rate is applied to the 
assessment for determining the amount of the tax. The equalization factor 
is not applied to the Department of Revenue assessment because they 
are theoretically made uniform throughout the state. The capital stock 
assessment of the Department is sometimes combined with the tangible 
assessments of the local assessors into one tax bill. More generally, however, 
the corporation receives two personal property tax bills. 

The capital stock assessments made by the local assessors are completed 


24 People v. Chalmers & Williams Co., 328 Ill. 413, 159 N.E. 794 (1927). 
25 [Illinois Water Serv. Co. v. Champaign County, 367 Ill. 641, 12 N.E.2d 661 (1937). 
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at the time the tangible assessments against the corporations are made. 
Corporations are required to furnish in their personal property tax returns 
the information as to earnings, market value of stock, etc., to enable the 
assessor to value the capital stock. In many instances this information is 
not furnished and the assessor makes his own estimate. The capital stock 
assessment of the assessor is published along with the tangible assessment 
when the roll has been completed. A corporation wishing to contest the 
valuation of the capital stock assessment as determined by the assessor must 
follow the procedure for contesting any personal property tax assessment. 
This would be by complaint to the Board of Appeals in Cook County, 
and to the Board of Review in all other counties. 

In arriving at the capital stock assessment, the basic problem is to 
ascertain the full value of the corporation and then reduce it by the proper 
deductions. The formula used to arrive at this value has been established 
by the Department of Revenue under Rule 11. The net effect of the 
formula under this rule is as follows: 


(A) From the gross assets DEDUCT Government obligations and 
stocks in Illinois corporations, and stocks of foreign corporations 
having tangibles assessed in Illinois; and also, liabilities for current 
purposes. 

(B) CAPITALIZE the average weighted net earnings for a 5-year 
period at 7 per cent. This is done by dividing the average earnings by 
7 and multiplying by 100. 

(C) ADD the net value of assets and the capitalized earnings and 
DIVIDE by 2 to obtain an average full value of the corporation. 
(D) DEDUCT from the average full value of the corporation the 
assessed value of the tangible property as equalized by the Department 
—that is, real estate and personalty. 

(E) The remainder is the capital stock assessment, which is certified 
to the county clerk for the extension of taxes. 


Rule 11 furnishes a guide to be used by local assessors in valuing 
capital stock of purely manufacturing and mercantile corporations. In J. B. 
Inderrieden Co. v. Lindheimer,?® the supreme court stated: 


“This court has never held that rule No. 11 establishes a mathematical 
formula as a substitute for the assessor’s honest judgment in determining 
values. . . . The rule merely indicates certain items, among others, 
which must be considered. The cases in which we have enjoined the 
collection of a capital stock tax have been cases in which the assessor 
or the State Tax Commission ignored altogether or refused to give 
weight to some of the factors required by rule No. 11.” 27 


26 370 Ill. 316, 18 N.E.2d 881 (1938). 
27 Td. at 320, 18 N.E.2d at 883. 
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The administrative difficulties of the capital stock tax are seen in the above 
case because it was admitted that the deputy assessor did not follow the 
computation established by the Assessor under Rule 11. 

In general the method used to determine the full value of the corpo- 
ration is to average the capital earnings of the corporation with either (1) 
the adjusted book value of the assets as reflected by the balance sheet or 
(2) the market value of the corporation’s stocks and bonds. As the 
latter is difficult to obtain in most cases, the general rule is to use the net 
book value of the assets. If there is evidence of bona fide sales of stock 
of the corporation in recent years, these sales can be used as evidence to 
establish the total value of the corporation’s stocks and bonds. 

Earnings of a corporation are one of the guides to the value of a 
corporation, because it is reasonable to presume that the future earnings 
will be similar to the past earnings. When the proper capitalization rate 
is applied to the average earnings it should give the present value of the 
corporation. These are factors which any prudent investor would take 
into account in considering whether or not to put his funds in the corpo- 
ration. The more recent years are a better indication of future earnings 
and therefore they must be given a weighted factor. In the Department of 
Revenue formula, the last prior year is weighted three times, and the next 
to the last year is weighted twice. 


In determining the net earnings, Rule 11 provides for “excluding from 
such earnings or profits income received from property which is exempt 
from ad valorem taxation under the Constitution and laws of the State of 
Illinois, but including in such earnings or profits the amount of interest 
paid on indebtedness, except indebtedness for current expenses.” 


The reason for deducting the aforesaid types of income are that they 
are from property which is exempt from taxation.?® The reason that the 
interest paid by the corporation on its indebtedness not for current purposes 
must be added is because the whole value of the corporation must be 
found, including that derived from investments on borrowed money.?® 
The general accounting concept of current and long-term liabilities 
(whether the loan matures within a year or runs for a longer period of 
time) cannot be used for capital stock tax purposes. Any debt incurred 
for the purchase of property is an “indebtedness not for current purposes” 
in capital stock valuation, regardless of the length of time that the loan 
runs. 

In ascertaining the net book value of the assets of the corporation, 
which is another factor used to establish the total value of the corpora- 


28 Price Flavoring Extract Co. v. Lindheimer, 368 Illi. 450, 14 N.E.2d 476 (1938). 
29 See State Bd. of Equalization v. People ex rel. Goggin, 191 Ill. 528, 61 N.E. 339 
(1901). 
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tion, only the liabilities for current purposes should be deducted from the 
total book value of the assets. As previously explained, indebtedness not 
for current purposes is an investment in the business of the corporation, 
either through the purchase of new property or the improvement of old 
property. The same result can be obtained as to full value (for capital 
stock tax purposes) by adding to the net worth of the corporation (stock 
plus surplus) all the indebtedness of the corporation mot for current 
purposes. 

After the full valuation of the corporation has been determined, there 
must be deducted the valuation of the tangibles of the corporation in 
order to prevent double taxation.** As to tangible property of the corpo- 
ration which is located outside of Illinois, the corporation will receive a 
deduction for the full fair cash value of such property (both real estate 
and personal property). However, as to tangible property within Illinois, 
the corporation will receive a deduction for only the assessed value of 
its real estate and tangible personal property which is located within the 
state. The use of assessed valuations of Illinois assets rather than book 
values is an attempt to equalize through the capital stock valuation the 
differences in percentage of book value on tangible valuations of various 
assessment districts. The main difference between the formula used for 
many years by the courts within Cook County for capital stock valuation 
from that used by the Department under Rule 11 is the deduction of the 
book value of tangible property wherever located.*1 

In spite of attempts of the Department to obtain uniform assessments 
throughout the state, the capital stock tax has not been an equitable one 
against all corporations. The established rules have not always been 
followed, and the exercise of discretion by the Assessor or the Department 
has been upheld by the courts.32 When such discretion is permissible, the 
test of valuation becomes one without universal application. But if the law 
as to capital stock assessments were strictly carried out, Illinois would 
probably lose a great many corporations who would find it advantageous 
to incorporate in another state. As long as foreign corporations are not 
subject to the capital stock tax, it would be foolhardy for corporations to 
be organized under the laws of Illinois if their valuation was to be mostly 
in intangibles. Assessing officials over the years have undoubtedly been 
influenced by such considerations in assessing capital stock taxes. It is 
probable that some Illinois corporations are paying considerably more in 
taxes today because of the capital stock tax than they would be paving if 


80 Pacific Hotel Co. v. Lieb, 83 Ill. 602 (1876). 

81 This results in a lower capital stock assessment because book values are higher 
than assessed values. 

82]. B. Inderrieden Co. v. Lindheimer, 370 Ill. 316, 18 N.E.2d 881 (1938). 
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they were incorporated in another state favorable to incorporation of 
businesses. 

Why has not the capital stock tax been extended to foreign corpo- 
rations by the legislature? In the early days there was probably a fear of 
a constitutional prohibition, but in later years the difficulties that assessing 
officials had with the assessment of intangibles of foreign corporations 
stopped them from pushing for such a law.*? A business that is to be 
incorporated should consider the implications of the capital stock tax in 
choosing its state of incorporation. This is especially true where the invest- 
ment of the corporation will not be in tangible property and where con- 
siderable good will is being transferred from the unincorporated business 
to the corporation. 

A going business incorporated under the laws of Illinois, with a high 
capital stock tax, must consider other things, especially federal tax laws 
and the expenses which would be involved, before incorporating in another 
state. However, a corporation with a sizeable capital stock assessment 
should consider investing part of its surplus, especially if in cash, in govern- 
ment bonds. This will bring a reduced capital stock assessment because 
of the deduction given for investments in federal securities. Each corpo- 
ration should consider which formula for capital stock -valuation results 
in the lowest tax and then act accordingly.** 

The capital stock tax with its inequities and administrative difficulties 
will remain with Illinois corporations. It does produce revenue for county, 
city, and school purposes, and with state and local governments now look- 
ing for additional sources of revenue, the capital stock tax will not be 
eliminated unless it is replaced by some other tax. This must await a new 
Revenue Article to the Constitution, which is presently under consideration 
but has been in the proposed stage for many years. 


INTANGIBLES OF FOREIGN CORPORATIONS 


As previously pointed out, the holding of the Western Union case *® 
was that the legislature had applied the capital stock tax only to Illinois 
corporations. In the fairly recent case of Department of Revenue v. Warren 
Petroleum Corp.,*® the supreme court emphasized this holding by stating, 
“Under our statutes, however, no foreign corporation is subject to assess- 
ment upon its capital stock, either by local assessors or otherwise.” °7 Thus, 


33 The assessment of shares of foreign corporations owned by Illinois residents 
was an equalizing factor prior to Hart v. Toman, 373 Ill. 462, 26 N.E.2d 501 (1940). 


34. Where the court formula will give the corporation substantial relief, the most 
advantageous procedure is to await suit by the state to collect the tax. 


3576 Ill. 172 (1875). 
362 Ill. 2d 483, 119 N.E.2d 215 (1954). 
37 Id. at 485, 119 N.E.2d at 217. 
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intangibles of a foreign corporation are not assessed through a capital stock 
tax as they are for a domestic corporation. 

In 1934 the Assessor of Cook County attempted to reach the net 
credits of a Massachusetts corporation which had a branch office in 
Chicago. The credits arose out of business in Cook County, but were all 
payable at the home office in Massachusetts. The supreme court, in 
Wheelock, Lovejoy & Co. v. Gill,3® held that the Revenue Act provided 
that credits of “persons residing in the state” did not include those of a 
foreign corporation which was domiciled outside of Illinois. 

Subsequently, in 1936, while the Wheelock, Lovejoy case was pending 
in the supreme court, the Cook County Assessor went after money of a 
Delaware corporation in a bank account located in Chicago. The supreme 
court held in People v. McGraw Elec. Co.*® that the deposits had acquired 
a situs in Illinois and under the doctrine of mobilia sequuntur personam 
could be assessed. The court recognized that while bank deposits on the 
one hand, and franchises, copyrights, and good will on the other, were 
generally considered “intangibles,” a distinction existed which gave the 
deposits a local situs. However, in the McGraw Elec. case the assessment 
failed because the deposits were assessed as net credits and as “all other 
personal property,” while the supreme court held they should have been 
assessed as “money-cash and bank deposits.” 

As the legislature failed to act after the Western Union case, the in- 
tangibles of a foreign corporation escaped any taxation until the Revenue 
Act of 1939. At that time, the following language was added to section 
18(2) of the Revenue Act‘ regarding property subject to taxation: 


“And all intangible personal property of foreign corporations, except 
those excluded by section 18 of this Act, doing business in this state 
which is located in the state and used in their business transacted within 
the state, provided that the provisions of this section relating to the 
taxation of intangible personal property shall not apply to those foreign 
corporations which are required by law to pay a premium tax for 
the privilege of doing business in this State.” 


The effect of the above amendment was to limit the language of the 
McGraw Elec.*! decision. The statute requires both a business use and 
situs as to intangibles of foreign corporations, while the McGraw Elec. 
case (decided under the statute before the amendment) limited the require- 
ment to situs of the intangibles. 

In 1939 the legislature also amended section 57 of the Revenue Act,*? 


38 366 Ill. 378, 9 N.E.2d 58 (1937). 
39 375 Ill. 241, 30 N.E.2d 903 (1940). 
40 Itt. Rev. Stat. c. 120, § 499 (1961). 
*! Supra note 39. 

“Tut. Rev. Stat. c. 120, § 538 (1961). 
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concerning where personal property is to be listed and assessed, by adding, 
“and all intangible personal property of foreign corporations doing busi- 
ness in this state which is located in this state and used in their business 
transacted within the state.” The net effect of these two 1939 amendments 
was to narrow the scope of the taxation of intangibles of foreign corpo- 
rations, because they require both a location and use in Illinois. These 
1939 amendments, made while the McGraw Elec. case was pending, have 
not had the effect desired by the taxing authorities, who were undoubtedly 
the proponents of the legislation. 

Prior to 1940 one of the ways of mitigating the inequality between 
foreign and domestic corporations as to taxability of intangibles in Illinois 
was to assess the shares of stock of foreign corporations owned by residents 
of Illinois. Shares of Illinois corporations are exempt from personal prop- 
erty assessment. However, in Hart v. Toman, the supreme court held 
that shares of stock of foreign corporations in the hands of Illinois residents 
were exempt from taxation if the corporation paid a personal property 
tax in Illinois on its tangible property. The Department of Revenue has 
printed a list of over 3,000 such foreign corporations whose stock is exempt. 

It is interesting to note that after the McGraw Elec. decision and the 
amendments to the Revenue Act of 1939, the question of taxability of 
securities of foreign public utility holding companies having their principal 
place of business in Chicago was to come before the Superior Court of 
Cook County. This court held the Assessor lacked authority to make such 
an assessment, and an appeal was then filed with the supreme court.** 
However, the company moved its office from Chicago to New York, and 
the case was settled with the appeal being dropped by the Assessor. The 
question of intangibles of foreign corporations has not been before the 
supreme court since, which signifies that intangibles of such corporations 
are not taxed in Illinois to any considerable extent. 


FRANCHISE T Ax 


The Illinois franchise tax is a privilege tax and is based on the right, 
authorization, or privilege of doing business, not the actual doing of busi- 
ness. The tax is imposed on all foreign and domestic corporations which 
are subject to the Business Corporation Act. Therefore, the corporations 
which are exempt from the franchise tax are those which are organized 
for a purpose not consistent with section 3 of the Business Corporation 
Act. This would include banks, insurance companies, trust companies 
formed under the Banking Act, and railroads. 

It is significant that the franchise tax is imposed under the Business 


43 373 Ill. 462, 26 N.E.2d 501 (1940). 
44Toman v. Standard Gas & Elec. Co., Illinois Supreme Court Doc. No, 26126, 
April 1941. 
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Corporation Act *® and not under the Revenue Act.‘® Sections 126 to 
143 47 of the Business Corporation Act provide for the charge and the 
collection by the Secretary of State of filing fees, license fees, franchise 
taxes, and miscellaneous charges. The license fee and franchise tax are 
based upon the same rates, but the license fee is a single non-recurring 
fee paid at the time of filing of the Articles of Incorporation for a domestic 
corporation, or request for a certificate of authority for a foreign corpo- 
ration. 

The inclusion of the franchise tax within the Corporation Act supports 
the argument that the franchise tax was imposed by the legislature to defray 
the cost of operating the Corporation Department of the Secretary of 
State’s Office, and not as a general revenue producer. However, there is 
nothing to prevent the legislature from making it a greater revenue pro- 
ducer. In the fiscal year ending June 30, 1960, the state collected $5,565,452 
in corporate franchise tax and fees which was 0.63 per cent of the total 
collected in taxes by the state for that fiscal year.*8 

The franchise tax is generally considered to include the initial franchise 
tax, the additional franchise tax, and the annual franchise tax. They are 
all based upon the same rate of 1/12 of 1/20 of one per cent of the 
stated capital and paid-in surplus attributable to the State of Illinois, times 
the number of months from the date of filing to July 1 of the next calendar 
year. The initial tax is paid at the time the articles of incorporation are 
filed or a certificate of authority to do business is requested. The additional 
franchise tax is attributable to increases in the stated capital or paid-in 
surplus of an existing corporation, pursuant to sections 97 and 99 of the 
Business Corporation Act.4® The annual franchise tax is that based upon 
the annual report of an existing corporation, which is filed each year. 

The franchise tax year begins on July 1 of each year. Therefore, 
the initial franchise tax must cover the tax to July 1 of the next calendar 
year. The initial tax will thus be increased or decreased, depending upon 
in which month the corporation is organized. If organized in January, 
the initial tax would be 18/12 of the annual tax, in February 17/12, in 
March 16/12, and down to December where the initial tax would be 7/12 
of the annual tax. The annual tax as imposed by sections 132 and 133 of 
the act is one-twentieth of one per cent of the sum of the stated capital 
and paid-in surplus as represented in Illinois. This is represented by the 
following formula: 


5 Itt. Rev. Srat. c. 32, §§ 157.1-.167 (1961). 

46 Id. c. 120, §§ 482-811. 

47 Id. c. 32, §§ 157.126-.143. 

48 Tut. State Dep’r or Finance Report, Fiscat Year ENpinG June 30, 1960, Table I. 
49 Tut. Rev, Stat. c. 32, §§ 157.97, 99 (1961). 
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A corporation can elect to pay its tax on its entire stated capital and 
paid-in surplus. This should be done if its entire operation was in Illinois, 
or if the allocation formula does not materially reduce the tax. 

The general rule of the Secretary of State is to treat all surplus other 
than earned surplus as paid-in surplus within the terms of the act, and 
therefore subject to the franchise tax. It is immaterial, as far as the 
franchise tax is concerned, whether or not the stock is of par value, or 
of no par value, because the tax is based upon the sum of stated capital 
and paid-in surplus. The tax is also based upon the shares that are issued, 
and therefore the acquisition of treasury shares by a corporation does not 
affect the amount of the annual franchise tax. 

Under section 134 of the act,®° there are provisions for minimum 
annual franchise taxes to be paid by an Illinois corporation. These minimum 
taxes are based on the amount of stated capital and paid-in surplus of the 
corporation as seen under the following table: 


Stated Capital and Paid-in Surplus Minimum Tax 
$ 50,000 or less $ 10.00 
50,000 — 200,000 15.00 
200,000 — 500,000 20.00 
500,000 — 1,000,000 25.00 
1,000,000 — 10,000,000 200.00 
over 10,000,000 500.00 


The foundation of the annual franchise tax is the annual report of 
the corporation which must be filed between January 15 and February 28 
of each year. If the annual report is not filed in time, the Secretary of 
State will impose a ten per cent penalty on the tax due as a penalty for the 
late filing. The tax is payable after July 1 of each year and there is added 
an interest penalty for late payment of one per cent a month or fraction 
thereof, commencing with the month of August in each year. 

The failure to pay the annual franchise tax will bring on the involuntary 
dissolution of the corporation. Section 83 of the Business Corporation 
Act ®!_ provides that after November 15 of each year, the Secretary of 
State will notify the Attorney General of the names of all corporations 


507d. § 157.134. 
51 Jd. § 157.83. 
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that have not paid their franchise taxes or filed their annual reports. 
Thereafter the Attorney General files complaints in equity in the name of 
the People for the dissolution of the corporation. 

The franchise tax, as applicable to a foreign corporation, is covered 
in sections 138 to 140% of the Business Corporation Act.5? The tax imposed 
is similar to that imposed against domestic corporations and is initially 
payable when the corporation applies for a certificate of authority to 
transact business within Illinois. The rate of the tax is the same as that 
against domestic corporations, and it is based on the proportion of business 
transacted in Illinois and property located in Illinois to the total of each 
everywhere. It is the policy of the state to treat the franchise taxes against 
foreign and domestic corporations on an equal basis. However, the mini- 
mum annual franchise tax against a foreign corporation as imposed by 
section 140'4 °° is not enforced against foreign corporations because of the 
decision of the supreme court in St. Louis Southwestern Ry. v. Stratton.®4 
In that case, the court held that a minimum tax as applicable to foreign 
corporations was unconstitutional under the commerce clause of the federal 
constitution, and under the due process clause on the ground that the 
section imposed a tax upon the property located outside the State of Illinois. 
For this reason there is no minimum annual franchise tax against foreign 
corporations. 

The question of raising the franchise taxes paid by corporations in 
Illinois was before the regular session of the Seventy-second General 
Assembly in 1961. The original proposal that was considered sought to 
accomplish this purpose in two ways. It increased the tax rate from one- 
twentieth of one per cent to one-half of one per cent, or a tenfold increase. 
The second feature of this idea was to include earned surplus in addition 
to stated capital and paid-in surplus in determining the tax base. The mini- 
mum tax to be paid by domestic corporations was also to be increased under 
this proposal. 

There are several valid arguments that can be made against raising 
the franchise tax. The franchise tax for years has been considered neces- 
sary to raise revenue for maintaining the corporation division of the 
Secretary of State’s office. For this reason the rate of the tax has been 
nominal. If, however, the rate is substantial, the effect would be a dupli- 
cation of the capital stock tax (at least for domestic corporations), because 
both are partially based on the amount of net worth of the corporation. 
Corporations already pay a high percentage of the total of state and local 
taxes in Illinois,5> and the burden on Illinois corporations is substantial 


52 Td. §§ 157.128-.140%. 

53 7d. § 157.140%. 

54353 Ill. 273, 187 N.E. 498 (1933). 
55See note 1 supra. 
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when compared with other industrial states.5® Therefore, the legislature 
must consider the tax burden to be placed on corporations, because this 
is one of the major factors which determines the location of industrial 
plants. If business is driven from the state, or if new business is discouraged 
from coming into Illinois, the state will suffer because of the effect on the 
economic condition of the state. 

On the other hand, raising the rate of the franchise tax is an easy and 
quick source of revenue. It does not present adminstrative problems because 
the collection procedure is already established. It represents an additional 
income item for the state under the present Revenue Article. Proponents 
also argue that corporations can pass the additional taxes on to their 
customers. 

The legislature failed to pass the bill at the regular session ending 
June 30, 1961, even though it had been amended from the version as 
originally proposed.5” However, Governor Kerner included the raising of 
the franchise tax in his call for a Special Session of the Seventy-second 
General Assembly, which convened October 10, 1961. The legislature 
again failed to pass the increase in the franchise rate that was asked for by 
the Governor.®® It seems clear that unless expenditures by the state govern- 
ment can be reduced or at least maintained at their present level, the 
franchise tax will be increased in the near future. The only other alternatives 
to the rising costs of government would be to increase the sales tax or to 
find new taxes through the adoption of a new Revenue Article. 


INSURANCE COMPANIES 


The taxation of insurance companies is covered by sections 408-415 
of the Insurance Code.*® Foreign and alien insurance companies must pay 
a privilege tax amounting to two per cent of the gross amount of premiums 
resulting from direct business within Illinois. An initial privilege tax is 
required to be paid by each foreign corporation applying for a certificate 
of authority to transact business. The initial fee is at the rate of twenty-five 
dollars per month from the date of issuance to the thirtieth day of June 
of the succeeding calendar year. 


56 Chicago Ass’n of Commerce and Industry, supra note 1, at 4. The proportion 
of the tax burden (all state taxes and corporate personal property taxes) borne by 
corporations is higher in Illinois (23.9%) than in New York (19.1%), or Pennsylvania 
(20.4%), but lower than Michigan (26.9%). 

57 H.B. 1416 increased the rate from 1/20 of 1% to 3/20 of 1% and increased 
the minimum tax to $50. Introduced by Representatives Choate, Dunne, Powell, Ross, 
Pfeffer, and Morris, it passed the House and was recommended “do pass” by the 
Senate Revenue Committee. It failed to pass the Senate in the final day of the session. 

58 This bill which increased the rate from 1/20 of 1% to 3/20 of 1% passed 
the House (but not with the two-thirds majority required for an emergency measure) 
but it failed to pass the Senate. 

59 Itt, Rev. Stat. c. 73, §§ 1020-27 (1961). 
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Each year every foreign and alien insurance company doing business 
in Illinois must file with the Director of Insurance, prior to March 1, a 
report under oath, showing the activities of the company for the previous 
year. This report, required by section 410 of the Insurance Code,® is 
the basis of the annual privilege tax against the company. Between the 
first day of March and the fifteenth day of May, the Director assesses the 
annual franchise tax against the company. The company has a right to 
object to the assessment and will be given a hearing before the Director, 
or one of his deputies, prior to the twenty-fifth day of June of each year. 
The tax based upon the final assessment is due to be paid to the Director 
in the month of July of each year. 

There is a penalty of five per cent for each month, or part thereof, 
that the tax remains unpaid, commencing with the month of August in 
each year.*! The Director, through the Attorney General, is given the 
authority to institute an action in the name of the People for the recovery 
of any privilege tax and penalty due. The Director is also given the power 
to revoke or suspend the certificate of authority for any company which 
fails to pay its taxes within thirty days. 

In addition to the privilege tax reported above, each foreign or alien 
insurance company is required to pay a property tax based on the net 
receipts from fire and marine insurance of such company or its agency 
within the state for the prior year.®? This tax is in lieu of other town and 
municipal taxes and is subject to the same rate of taxation as other personal 
property in the place where located. At one time this tax was held to be 
an occupation tax, rather than a property tax, and therefore there was no 
necessity for reducing or equalizing the net receipts subject to the tax, as 
in the case of other personal property.®* However, the Supreme Court of 
the United States held in Hanover Fire Ins. Co. v. Harding * that this section 
of the act cannot be sustained unless the net receipts, subject to the tax 
thereunder, were reduced and equalized, as in the case of other personal 
property. When the case was remanded to the Supreme Court of Illinois, 
the court held that the section did impose a property tax and was entitled 
to the same treatment as other personal property.© 

When the National-Ben Franklin Fire Insurance Company filed its 
net receipts return with the Assessor of Cook County for the year 1949, 
it debased its net receipts amount to four per cent thereof, claiming the 


60 7d. § 1022. 

61 Jd. § 1024. 

62 7d. § 1026. 

83 People ex rel. City of Chicago v. Kent, 300 Ill. 324, 133 N.E. 276 (1921); 
Hanover Fire Ins. Co. v. Carr, 317 Ill. 366, 148 N.E. 23 (1925), rev’d, 272 U.S. 494, 47 
Sup. Ct. 179 (1926). 

6272 US. 494, 47 Sup. Cr. 179 (1926). 

65 327 Ill. 590, 158 N.E. 849 (1927). 











WInTER | CORPORATIONS 677 


net receipts should receive the same treatment as cash on hand. The 
Assessor refused to accept this debasement and made an assessment upon 
the net receipts at one hundred per cent, which ruling was sustained by 
the Superior Court of Cook County. The supreme court reversed this 
decision, holding that the net receipts were entitled to a debasement as other 
personal property.®* After this case, the Assessor’s office of Cook County 
agreed to accept a debasement figure for net receipts for foreign and alien 
insurance companies of twenty per cent. This latter administrative rule has 
been in effect since that time. 


BuILpING AND Loan ASSOCIATIONS 


As pointed out previously, building and loan associations are not sub- 
ject to the Illinois capital stock tax.°7 In lieu thereof, the shares of stock 
in the hands of the shareholders are assessable by the local assessor in the 
place where the shareholder resides.®® The shares are assessed in the same 
manner as other personal property. The shares of stock of nonresident 
stockholders are to be assessed in the place where the association is located, 
and the statute creates a lien upon said stock for the purposes of collection. 
In determining the value of the said stock, the value of the real estate 
owned by the association must be deducted from the total assets of the 
association in arriving at the value of the stock. The statute also provides 
that the real estate of the association shall be assessed in the manner provided 
by law for other real estate, but the shares of stock and the property of 
the association shall be assessed only as provided in this section of the act. 
The supreme court has held that these aforesaid provisions in the statute 
are valid.® 

A similar provision was provided by section 73a of the 1939 Revenue 
Act 7° for the assessing of the shareholders of credit unions incorporated 
for the purpose of promoting thrift among their members. The provisions 
for determining the value of such shares, the valuation of real estate owned 
by the credit union, and the assessing of the shares and property of the 
credit union only by the provisions of this section, are the same as the 
statutory provisions relating to mutual building and loan associations. 


Private Car LINES 


In 1943 the legislature passed a special act giving the Department of 
Revenue the authority to assess the operating personal property of private 


66 National-Ben Franklin Fire Ins. Co. v. Brenza, 411 Ill. 337, 104 N.E.2d 218 
(1952). 

67 Tir. Rev. Stat. c. 120, § 502 (1961). 

681d. § 554. 

69 In re St. Louis Loan & Inv. Co., 194 Ill. 609, 62 N.E. 810 (1902). 

7 Titi, Rev. Stat. c. 120, § 554a (1961). 
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car line companies.7! The act defines the operating personal property to 
be “all rolling stock, car equipment, rights, franchises and all other intangible 
personal property connected with or used in the operation of any private 
car line company, or held by it as occupant, lessee or otherwise.” Domestic 
private car line companies are exempt from the capital stock tax under the 
provisions of said statute.”? The basis of the assessment against the private 
car line corporation is made upon the return filed in June of each year 
with the property tax division of the Department, with either the office 
in Springfield or the one in Chicago. After the Department has completed 
its assessments, it is required to publish a list of such assessments in the state 
official newspaper and as a courtesy mails a written memorandum of the 
assessment to each company. The company has ten days after the official 
publication to file objections and ask for a hearing on the tentative assess- 
ment. The final assessment of the Department is subject to review by 
the courts in a manner similar to other types of assessments. The private 
car line statute has been upheld by the supreme court in Department of 
Revenue v. Warren Petroleum Corp.” 

Domestic private car line companies are subject to the tax rate of the 
district where the principal place of business is located, but a special pro- 
vision in the private car line act applies to foreign corporations. The 
Department, on or before May 15 of each year, must determine the average 
rate of taxation throughout the state applicable for that year, and apply 
this average rate against the assessment of the foreign private car line 
companies.”* The payment of the tax on said foreign corporations is made 
into the state treasury in two installments, due on June 1 and September 1 
of each year, and this is the only general property tax which is now payable 
directly to the state. 


71 Jd. §§ 372.1-.12a. 

721d. § 502. 

732 Tll. 2d 483, 119 N.E.2d 215 (1954). 
4 Tii. Rev. Stat. c. 120, § 372.6 (1961). 














THE ILLINOIS INHERITANCE TAX— 
SELECTED PROBLEMS 


BY J. NELSON YOUNG * 


FOR THE FISC, the Illinois inheritance tax has not been a significant 
source of revenue, and for the taxpayer, it has not been a particularly 
onerous burden.' But for the attorney handling the administration of estates, 
the inheritance tax has been a detail to cope with even in the smallest 
estate.? 

Although the inheritance tax has been a relatively unimportant com- 
ponent of the Illinois revenue system, it has played a significant role in the 
development of constitutional doctrines relating to taxation under both the 
state and federal constitutions. As indicated in an earlier article in this 
symposium, the inheritance tax was the first nonproperty tax to be chal- 
lenged under the Illinois Constitution of 1870. The Inheritance Tax Act 
of 18954 was contested on the ground that the statute imposed a property 
tax which by reason of the varying exemptions and graduated rates violated 
the proportional or uniformity requirements of the first clause of section 1, 
article IX.5 The Illinois Supreme Court readily disposed of this objection 
by pointing out that an inheritance tax is “not a tax on the estate [property], 
but on the right of succession,” a matter wholly within the control of the 
legislature. The court not only classified the inheritance tax as a privilege 


*J. NELSON YOUNG. BS. 1938, LL.B. 1942, University of Illinois; 
CPA, State of Illinois; Professor of Law, University of Illinois. 


1In the fiscal year 1961, the inheritance tax provided approximately 4% of total 
state revenues. Collections under the Illinois inheritance tax for the past five years are 
tabulated as follows: 





Fiscal Year Amount 
Ending June 30 (Nearest Thousand ) 
1961 $34,281,000 
1960 23,889,000 
1959 22,070,000 
1958 21,548,000 
1957 20,846,000 


Source: Annual Reports, Auditor of Public Accounts 

2In a nontaxable estate it is necessary to file either Form 500 (Inheritance Tax 
Return) or Form 600 (Application for Inheritance Tax Consents) together with a copy 
of the will and a statement of the distributive shares and relationship of the beneficiaries 
to obtain a “No Tax Letter.” Atr’y GeEn., Int. INH. Tax Manuat 10 (1961). 

3 Cohn, Constitutional Limitations on Income Taxation in Illinois, supra p. 599. 

*Tll. Laws 1895, at 301. 

5 For an interesting statement expressing doubt as to the validity of the inheritance 
tax where it was suggested that a decision sustaining the progressive rate schedule appli- 
cable to nonrelatives “would be pure socialism,” see: Hull, The Inheritance Tax Law 
of Illinois, 28 Cut. LeEcaL News 276, 277 (1896). 

6 Kochersperger v. Drake, 167 Ill. 122, 47 N.E. 321 (1897). 
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or excise tax, but also concluded that the varying exemptions and graduated 
rates were consistent with the second clause of section 1, article IX, which 
imposes the requirement that a tax upon occupations, privileges, and fran- 
chises shall be uniform as to the class upon which it operates. 

It was upon the latter point that an appeal was taken to the United 
States Supreme Court. The question presented was whether the varying 
exemptions and graduated rates adopted with respect to the different classes 
of beneficiaries constituted a violation of the equal protection clause of the 
fourteenth amendment. This was the first case to raise the question as to 
whether a tax imposed at progressive rates was proscribed by provisions 
of the federal constitution.? With but one dissent, the Court held in 
Magoun v. Illinois Trust & Sav. Bank that the progressive rates were not 
contrary to the rule of equality: 


“That rule does not require, as we have seen, exact equality of taxation. 
It only requires that the law imposing it shall operate on all alike, under 
the same circumstances.” § 


Thus it was concluded that the tax was neither arbitrary because it was 
graded and determined by value nor unequal in operation because it did 
not levy the same percentage on every dollar. 

Three years later the Court was confronted with the same argument 
with respect to the progressive rates incorporated in the federal legacy tax 
adopted by the Congress as part of an emergency revenue measure with 
the advent of the Spanish-American War.® After observing that this argu- 
ment had been previously disposed of in Magoun, the Court concluded its 
opinion with the following comment: 


“The review which we have made exhibits the fact that taxes imposed 
with reference to the ability of the person upon whom the burden is 
placed to bear the same have been levied from the foundation of the 
government. So, also, some authoritative thinkers, and a number of 
economic writers, contend that a progressive tax is more just and equal 
than a proportional one. In the absence of constitutional limitation, 
the question whether it is or is not is legislative and not judicial. The 
grave consequences which it is asserted must arise in the future if the 


7 Although the Court had not previously considered the validity of a progressive 
tax, it is of historical significance to note that almost a century earlier the Congress had 
enacted a direct tax on dwellings at progressive rates which were graduated from 
2/10 of 1% on the first $400 of taxable value to 1% upon values in excess of $30,000. 
1 Stat. 597 (1798). 

8 Magoun v. Illinois Trust & Sav. Bank, 170 U.S. 283, 300, 18 Sup. Ct. 594, 601 
(1898). Prior to the Magoun decision there had been two state court decisions holding 
that graduated rates included in inheritance tax statutes violated the uniformity require- 
ments of both the state and federal constitutions. State ex rel. Garth v. Switzler, 143 
Mo. 287, 45 S.W. 245 (1898) (dealt with the tax as a property tax); State ex rel. Schwartz 
v. Ferris, 53 Ohio St. 314, 41 N.E. 579 (1895) (dealt with the tax as an excise). 


® War Revenue Act §§ 29-30, 30 Stat. 464-66 (1898). 
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right to levy a progressive tax be recognized involves in its ultimate 
aspect the mere assertion that free and representative government is 
a failure, and that the grossest abuses of power are foreshadowed unless 
the courts usurp a purely legislative function. If a case should ever 
arise, where an arbitrary and confiscatory exaction is imposed bearing 
the guise of a progressive or any other form of tax, it will be time 
enough to consider whether the judicial power can afford a remedy 
by applying inherent and fundamental principles for the protection 
of the individual, even though there be no express authority in the 
Constitution to do so.” 1° 


As subsequent events have proved, this commitment to the principle of 
progressive taxation was not to be refuted, and it is of more than passing 
interest to recognize that the seed was sown with the adoption of the 
Illinois Inheritance Tax Act of 1895. 

It is not the purpose of this article to provide a comprehensive review 
and appraisal of the inheritance tax. This has been done in recent years on 
at least two occasions.11 Rather, the objective is to explore some of the 
practical problems which are not frequently discussed and to suggest some 
issues which remain unresolved. 


Joint TENANCIES 


General Considerations 


Under the Illinois inheritance tax, joint tenancies are taxed on the basis 
of the decedent’s fractional interest regardless of the contributions made 
by the respective parties.!* Ordinarily few problems arise in the administra- 
tion of these provisions. Under the statutory rule, the taxable estate of the 
donee joint tenant who predeceases the donor will include the donee’s 
fractional share of the property even though he may have made no contri- 
bution of consideration in the acquisition of the property. The possibility 
that the donee may predecease the donor is an adverse factor which should 
be weighed in determining whether it is desirable to create a joint tenancy. 

Although property may be held in joint ownership, there are circum- 
stances in which the joint tenancy provisions will not apply. Where the 
deceased joint tenant furnished all the consideration for the acquisition of 
the property, there may be a question as to whether it was intended that 
the surviving joint tenant was to take a beneficial interest in the property. 
In a number of Illinois cases, it has been concluded that under the particular 
circumstances the transferee joint tenant held the property subject to a 


10 Knowlton v. Moore, 178 U.S. 41, 109-10, 20 Sup. Ct. 747, 774 (1900). 

1 Stevens, The Illinois Inheritance Tax—Explanation and Suggested Improvements, 
51 Nw. ULL. Rev. 693 (1957); Young, The Illinois Inheritance Tax, in State or ILuNots, 
REPORT OF THE REVENUE Laws CoMMISSION 406-52 (1949). 

12 Tur. Rev. Srat. c. 120, § 375(5) (1961). 
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resulting trust.1* If the rights of a surviving joint owner were successfully 
challenged and a resulting trust were imposed, the property would be in- 
cluded in its entirety in the decedent’s taxable estate as property owned by 
him at death.14 

This poses an interesting question as to whether the transferor, upon 
the prior death of the transferee joint tenant, could rely upon the resulting 
trust doctrine to avoid imposition of the inheritance tax in the estate of 
the transferee. If the surviving transferor could sustain the burden of 
proving that the transferee was to take no beneficial interest in the property, 
it would follow that the inheritance tax should not be applicable. A Tax 
Court case decided under the federal estate tax is illustrative.!° There the 
husband had suffered ill health most of his life and was unable to work. 
The wife carried the burden of sustaining the family, established a success- 
ful business, and acquired certain property consisting of real estate, cash, 
stocks, and bonds, title to which was transferred to her husband. Upon the 
husband’s death, a question arose as to whether this property was includible 
in his gross estate. On the basis of the wife’s uncontradicted testimony, 
it was held that she was the rightful owner and that none of the property 
was subject to tax in the husband’s estate.46 The same principle should 
apply, of course, if under similar circumstances title to the property has 
been placed in joint tenancy.’7 


13 Most of the litigation has been between the transferor and transferee. For a 
thorough discussion of the Illinois cases, see: Mamer, Legal Consequences of Joint 
Ownership, 1959 U. Itt. L. F. 944, 949-952. 

14See Kane v. Johnson, 397 Ill. 112, 73 N.E.2d 321 (1947) (heirs of the transferor 
joint tenant successfully established a resulting trust in a suit against the survivor). 

15 Estate of Albert Rand, 28 T.C. 1002 (1957). 

16 The wife testified that she made no gifts to her husband and that he was 
permitted to handle the finances of the business “to compensate for his feeling of inade- 
quacy and lack of security.” In reaching its decision, the Tax Court made the following 
observation: “It is elementary that the burden of proof rests with the taxpayer. In 
this case the evidence is overwhelmingly in favor of the petitioner. To view it otherwise 
would be to disregard substantially all of the uncontradicted testimony. This we cannot 
do. Where, as here, the taxpayer presents credible, competent, and relevant evidence 
on every necessary element, the presumption in favor of the Commissioner’s determination 
disappears and, absent any law questions, the outcome of the case depends upon the 
preponderating weight of the evidence.” Jd. at 1005-06. 

17 Cf. People v. Tombaugh, 303 Ill. 591, 136 N.E. 453 (1922). In this case, the 
husband upon purchasing a farm had the title thereto conveyed to his second wife, who 
orally agreed to devise the property in equal shares to the husband’s children by his first 
marriage and the children of the second marriage. The second wife, at her death, 
devised the property accordingly. In determining the inheritance tax due upon the death 
of the stepmother, it was held that the children of the first marriage took from their 
father and not from their stepmother on the ground that the stepmother held the 
property on constructive trust for their benefit. Thus, the children of the first marriage 
were each allowed an exemption of $20,000. If they had been deemed to have taken 
from their stepmother, they would have been classified as strangers with an exemption of 
only $100, and subject to higher tax rates as third class beneficiaries. In Posler v. People, 
11 Ill. 2d 557, 144 N.E.2d 589 (1957), the facts would not support the contention that 
the decedent (stepmother) held property on resulting trust for the stepchildren. 
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A different problem arises, however, where the donor intends that 
ownership shall vest in the donee joint tenant only if the latter should 
survive, and the donor continues to retain the beneficial interest in and 
absolute control over the property. In these circumstances, the resulting 
trust doctrine would not be applicable to bar imposition of the inheritance 
tax upon the prior death of the donee. The resulting trust doctrine is 
applicable only where the joint tenancy is merely a matter of form and was 
created with no intent to alter the tranferor’s beneficial interest in any 
respect. This point is aptly illustrated in a Connecticut case decided a few 
years ago where the husband had purchased savings bonds which he 
registered jointly with his wife. He retained possession of the bonds and 
intended that no beneficial interest in the bonds should vest in his wife until 
his death. The wife predeceased him and he attempted to defeat the assess- 
ment of an inheritance tax upon her fractional interest on the ground that 
no gift had been consummated. The court concluded that the creation 
of survivorship rights was enough to warrant imposition of the tax in the 
wife’s estate.18 

Conversely, the surviving joint tenant may have acquired complete title 
to the property prior to the donor’s death even though the property is 
still held in che form of joint ownership at the date of the latter’s death. 
In a North Dakota case, the decedent purchased United States Savings Bonds 
which he registered jointly in his name and the name of another. Prior to 
his death, he delivered the bonds to the donee joint owner with the intention 
of consummating an absolute gift. It was held that the securities were not 
includible in the donor’s taxable estate.1® In this case, the donee sustained 
the burden of proving that there was an absolute gift as a matter of local 
law. Nontaxability in these circumstances can be assured, however, only if 
the gift were not made in contemplation of death. 


18 The gist of the decision was expressed as follows: “Nor can he avoid the appli- 
cation of the statute on the ground that he never intended to make a gift to Mrs. Kellogg 
of any interest in the bonds. He voluntarily created a situation where, if she had 
lived until their maturity, she might have presented them for payment and secured for 
herself the amount due on them. She had access to the safe deposit box where they 
were kept and could at any time have secured possession of them, and, under the regu- 
lations governing the respective rights of Kellogg and his wife, the Government would 
have paid them upon presentation by her; and the fact that as between the two she 
may have had no right to hold them or their proceeds against him cannot alter the 
situation. If, under the statute now in question, it is necessary for its application to 
find an increment of value coming to him by reason of her death, it lies in the fact he 
is now, as a result of her death, relieved of the chance that, by her survival until the 
bonds matured, she might secure the money due on them, and that he can now secure 
their reissuance in his own name.” Connelly v. Kellogg, 136 Conn. 33, 39, 68 A.2d 170, 
172 (1949); accord, Estate of Atkinson, 261 Wis. 481, 53 N.W.2d 185 (1952) (donor 
husband estopped to deny interest of deceased wife). 

19 Littlejohn v. County Judge, 79 N.D. 550, 58 N.W.2d 278 (1953). This result 
has also been reached under the federal estate tax where the donor-decedent who 
furnished all the consideration for jointly registered bonds delivered the securities to the 
donee absolutely prior to his death. Silverman v. McGinnes, 259 F.2d 731 (3d Cir. 
1958). Contra, Estate of John H. Boogher, 22 T.C. 1167 (1954). 
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Contemplation of Death 


Since the fractional interest rule is applied under the inheritance tax with 
respect to jointly held property, there may be some temptation to create a 
joint tenancy for the purpose of reducing the donor’s taxable estate. Possible 
savings in inheritance taxes coupled with a reduction in administration 
expenses may prove persuasive. But in certain circumstances the creation 
of a joint tenancy may be deemed a transfer in contemplation of death. 
This risk is particularly acute if the joint tenancy were created during the 
two-year period preceding the death of the donor.”° If the contemplation 
of death provisions are applicable, the entire value of the property rather 
than the donor’s fractional interest would be included in the donor’s taxable 
estate. 

There have been no Illinois cases on this point, but a recent Wisconsin 
decision, dealing with similar statutory provisions, aptly illustrates the prob- 
lem. The question is one as to whether the contemplation of death provisions 
shall prevail over the joint tenancy provisions. The Wisconsin court con- 
cluded that “no reason appears why the legislature should have favored 
the transfer of property into joint names in contemplation of death over 
other types of transfers with the same motive. The general rule should 
yield to the special rule to the extent necessary to accomplish the legislative 
purpose.” 21 This view has also been adopted by the Pennsylvania courts 
in reaching a similar result.2? It is likely that this interpretation would 
prevail if the question were to arise in Illinois. 

It should be observed that the contemplation of death provisions may 
be applied affirmatively to require inclusion of the joint tenancy property 
in its entirety in the estate of the donor, but there is no corollary rule by 
which these provisions can be applied defensively to bar a tax in the estate 
of the donee where the donee predeceases the donor. In the latter case, 
the joint tenancy provisions are applicable and the donee’s fractional interest 
is taxable even though it is apparent that the surviving donor had created 
the joint tenancy in contemplation of death.”* 


20 The statutory rule of presumption applicable to transfers made within two years 
prior to the decedent’s death would seem equally applicable to transfers in joint tenancy. 
Int. Rev. Stat. c. 120, § 375(3) (1961). 

21 Estate of Simonson, 11 Wis. 2d 84, 92, 104 N.W.2d 134, 138 (1960). But see 
Osterloh’s Estate v. Carpenter, 337 S.W.2d 942 (Mo. 1960) (contemplation of death 
provisions held inapplicable to joint tenancy property where statute did not specifically 
tax interests held in joint tenancy). 

22 F.g., Carson Estate, 352 Pa. 304, 42 A.2d 592 (1945). The Pennsylvania statute 
specifically provides that the joint tenancy provisions are subject to the contemplation 
of death provisions. Pa. Stat. ANN. tit. 72, § 2301 (1949) (see new § 2485—241 (Supp. 
1961) ). 

23 See Connelly v. Kellogg, 136 Conn. 33, 68 A.2d 170 (1949). 
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Transfers Intended To Take Effect at Death 


The circumstances relating to the creation of a joint tenancy may 
warrant the conclusion that the transfer was one intended to take effect 
in possession or enjoyment at death. This would negate the fractional 
interest rule and result in the inclusion of the entire value of jointly held 
property in the donor’s estate. Circumstances which would sustain this 
result are present where the donor creates the joint tenancy with the inten- 
tion that the donee take no interest in or control over the property until the 
donor’s death. Savings bonds provide the maximum opportunity for trans- 
actions of this character inasmuch as the securities can be registered jointly 
with the donor retaining possession and control and the opportunity to 
surrender them for their cash value at any time prior to his death. In 
these circumstances, there is no question that the donee’s possession and 
enjoyment of the property is actually deferred until the donor’s death. 

The problem which arises under the statute is one as to whether the 
joint tenancy provisions should prevail over the provisions relating to 
transfers intended to take effect at death. In the case described, it is 
the donor’s intention to create a joint tenancy only insofar as survivorship 
rights are concerned. Consequently, if the donee predeceases the donor, 
the joint tenancy provisions are controlling and one half of the value of the 
property is includible in the donee’s taxable estate.2* But where the donor 
is the first to die, the exclusive application of the joint tenancy provisions 
is not justified. It has previously been observed that the contemplation of 
death provisions are properly applicable and should prevail over the joint 
tenancy provisions where the circumstances indicate that the joint tenancy 
was created by the decedent in contemplation of death. Similarly, the 
provisions relating to transfers intended to take effect in possession or enjoy- 
ment at death should be deemed to prevail where the donor-decedent had 
no intention of transferring a present beneficial interest to the donee. This 
question has not been presented in Illinois, but the courts of several other 
jurisdictions have concluded that such transfers are taxable in full as transfers 
intended to take effect at death.”5 


% Ibid. 

25 Myers Estate, 359 Pa. 577, 60 A.2d 50 (1948); Im re Marsh’s Estate, 125 Mont. 
239, 234 P.2d 459 (1951); In re Brown’s Estate, 122 Mont. 451, 206 P.2d 816 (1949); 
State Bd. of Equalization v. Cole, 122 Mont. 9, 195 P.2d 989 (1948); In re Messerschmidt’s 
Estate, 76 S.D. 103, 73 N.W.2d 123 (1955); In re Rummel’s Estate, 74 S.D. 131, 49 
N.W.2d 380 (1951); accord, In the Matter of Estate of Kane, 246 N.Y. 498, 159 N.E. 
410 (1927), decision on rehearing, 247 N.Y. 219, 160 N.E. 17 (1928). In the Kane case, 
the deceased husband had registered certain securities jointly with his wife prior to the 
adoption of the New York inheritance tax provisions relating to joint tenancy property. 
The husband had no intention, however, of transferring a present interest to his wife. 
In its decision on rehearing, the court concluded that the property was taxable in the 
husband’s estate as a transfer intended to take effect at death. 








686 TAXATION IN ILLINOIS [Vor. 1961 


Another transaction involving the creation of a joint tenancy can be 
cited to illustrate the question as to the application of the provisions relating 
to transfers intended to take effect in possession or enjoyment at death. A 
parent, to facilitate the transfer of property to adult children at death, 
may Create a joint tenancy in income-producing property subject to an oral 
agreement that the donor shall continue to receive the entire income from 
the property for the duration of his life. Income-producing real estate is 
especially adaptable for this type of transaction. Under the federal estate 
tax, the entire value of the property would be included in the parent’s 
taxable estate as joint tenancy property for which the parent furnished all 
the consideration.2® Under the Illinois inheritance tax it could be argued 
that the joint tenancy provisions are applicable and that only a fractional 
interest should be included in the decedent’s taxable estate. On this point, 
consideration should be given to an early Illinois case where the decedent 
had conveyed property absolutely to family members upon the oral under- 
standing that he should continue to manage the property and receive the 
income therefrom until his death. It was held that the property was includible 
in the decedent’s taxable estate as a transfer intended to take effect in 
possession or enjoyment at or after death.?* If the decedent has retained the 
income from property for life, it would be an anomalous situation to include 
the entire value of the property in the taxable estate where the transfer 
is in the form of an absolute fee interest, but to include only one-half the 
value where the transfer is in joint tenancy. In either case, the transfer 
is one intended to take effect in possession or enjoyment at death. If the 
donee were to predecease the donor, however, the joint tenancy provisions 
would apply since survivorship rights were created by the transfer. There 
is no necessary corollary in the application of the respective provisions.?® 


FAMILY TRANSACTIONS 


Transfers in Consideration of Support 


Property may be transferred by an elderly family member to a younger 
relative in consideration of the latter’s agreement to support the transferor 
for the balance of his life. These transactions are nontaxable provided there 
is adequacy of consideration determined on the basis of the transferor’s life 
expectancy and the anticipated cost of his support.2® The fact that the 


26IntT. Rev. Cope or 1954, § 2040. Such a transfer would also be taxable under 
§ 2036 as a transfer with retention of a life interest. See Estate of McNichol v. 
Commissioner, 265 F.2d 667 (3d Cir. 1959) (absolute transfer to children upon oral 
agreement that decedent retain income for life). 

27 People v. Shaffer, 291 Ill. 142, 125 N.E. 887 (1920). 

28 See Connelly v. Kellogg, 136 Conn. 33, 68 A.2d 170 (1949). 

29 State St. Trust Co. v. Treasurer, 209 Mass. 373, 95 N.E. 851 (1911) (court found 
value of services rendered in caring for decedent constituted inadequate consideration). 
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transferor does not live out his normal life expectancy will not render the 
transaction taxable, if the transaction did not have a donative character at 
the time of the transfer.° It should be emphasized that in this type of 
transaction there must be an absolute transfer of property so that the 
grantee’s possession and enjoyment are not delayed or deferred until the 
grantor’s death. 

The circumstances surrounding the transfer may taint the transaction 
as a gift in contemplation of death. In an Illinois case, a father at the age 
of 75 and in failing health deeded certain farm lands to his bachelor son 
about seventeen months prior to his death. The son lived at home and had 
assisted his father in the operation and management of the property through 
the years. It was contended that the transfer was to compensate the son 
for services which he had rendered to his father in his lifetime and there 
was evidence to show that the value of these services from the son’s majority 
until his father’s death approximated the value of the property. It was 
acknowledged, however, that there was no intention that possession should 
pass to the grantee until the father’s death and the father continued to 
receive the income from the property following the conveyance to the son. 
On these facts, the court concluded that the son’s services to his father must 
be presumed to have been gratuitous and, in the absence of an express 
contract between the parties, the conveyance by the father was treated as 
a gift in contemplation of death.34 

If the transferor defers the transfer of title until death or retains an 
interest in the property until death, the transaction may be taxable as a trans- 
fer intended to take effect in possession or enjoyment at death. In a recent 
Nebraska case, the decedent had entered into a contract with a nonrela- 
tive who agreed to manage the decedent’s property until her death, to 
provide her with full support and care, and to defray expenses of illness 
and burial. In consideration, the decedent placed in escrow a deed to her 
property which was to be delivered to the grantee upon her death provided 
the grantee had fully performed his obligations under the contract. Prior 
to her death, the decedent instituted proceedings to cancel the contract and 
deed on the grounds of mistake, fraud, and misrepresentation. The suit was 
unsuccessfully concluded after the decedent’s death and the property passed 
to the grantee. In the inheritance tax proceedings in the estate, it was held 
that the transfer was taxable as a transfer intended to take effect in possession 


80 Grounds v. Department of Taxation, 66 Ohio App. 192, 32 N.E.2d 567 (1940). 
The decedent at age 75 and in good health conveyed to his brother property having 
a value of $3,400 in consideration of an agreement to support. He died suddenly 33 
days later. It was held that the transfer was for adequate consideration. 

31 People v. Porter, 287 Ill. 401, 123 N.E. 50 (1919). This transaction might also 
have been held taxable as a transfer intended to take effect in possession or enjoyment 
at death since the right to the income from the property was retained by the father 
by oral agreement with his son. People v. Estate of Moir, 207 Ill. 180, 69 N.E. 905 (1904). 
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or enjoyment at death to the extent that the value of the property exceeded 
the expenses incurred by the grantee in meeting his obligations under the 
contract. In determining the value of the inheritance, no allowance was 
made for the legal expenses incurred by the grantee in acquiring title to the 
property.*% 

An Iowa case presents an interesting variation. There the decedent 
conveyed certain farm lands to her half-brother under a deed reserving a life 
interest. The conveyance was made pursuant to an agreement by the half- 
brother to support and care for the decedent for the balance of her life. 
The life interest was reserved by the decedent as security for the perform- 
ance of the agreement and to cover the risk that the half-brother might 
predecease the grantor. In a decision by a divided court, it was held that 
the reservation of a life interest, even though it may have been only as 
security, justified taxing the transaction as one intended to take effect 
in possession or enjoyment at death.*4 

A similar result was reached in a New Jersey case where the decedent 
transferred substantially all of his property consisting primarily of stocks 
and bonds in equal shares to his son and daughter, his only beneficiaries. 
The transfer was made pursuant to a written agreement by which the 
children agreed to support him for the balance of his natural life in the 
manner to which he had become accustomed, including an allowance of 
$100 per month as spending money. The facts disclosed that, at the insistence 
of the decedent, the property was retained substantially intact following 
the transfer with the income therefrom being distributed to him at the rate 
of $100 per month with the balance being accumulated and held for his 
use if necessary. Under these circumstances, the New Jersey court con- 
cluded that the transferor had retained the actual beneficial enjoyment of 
the fund for the balance of his life and that the transfer was taxable as 
one intended to take effect in possession or enjoyment at death.5 

The foregoing cases indicate the practical difficulty of avoiding the 
reach of the inheritance tax with respect to an inter vivos transfer which is 


82County of Keith v. Triska, 168 Neb. 1, 95 N.W.2d 350 (1959). 

88 This is also the rule in Illinois. People v. Estate of Klein, 359 Ill. 31, 193 N.E. 
460 (1934) (deduction denied for legal expenses incurred by donee of gift causa mortis 
in defending his right to property against claim by administrator). 

34 In re Estate of Sayres, 245 Iowa 132, 60 N.W.2d 120 (1953). A subsequent 
Maryland decision reaches a contrary result on facts substantially on all fours. Plaintiff’s 
mother (age 86) and his stepfather (age 91) conveyed to the plaintiff certain real 
property, reserving a life estate for their joint lives and the life of the survivor. The 
transfer was in consideration of the plaintiff’s agreement to make his home with the 
grantors and to care for them for the balance of their lives. The property had a value 
of $14,600. The mother died about eighteen months later and the stepfather about two 
years later. The transaction was held nontaxable as a transfer supported by sufficient 
consideration determined as of the date of the transfer. Register of Wills v. Blackway, 
217 Md. 1, 141 A.2d 713 (1958). 

85 Avery v. Walsh, 138 N.J. Eq. 80, 46 A.2d 912 (1946). 
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made in consideration of an agreement to support the transferor for life.3¢ 
If the decedent retains an interest in the property as a matter of record, 
or if he retains actual beneficial enjoyment and control of the property 
through an agreement with the transferee, the transfer is subject to tax as 
one intended to take effect at death. The transaction, in these circumstances, 
falls in the same category as any transfer with retention of a life interest. 
The mere fact that there is a recital of consideration in an amount necessary 
to support the transferor does not alter the substance of the transaction. 


Debts Forgiven by Decedent 


It is not uncommon for a testator, by provision in his will, to forgive 
a debt owing to him by a family member. The debt may have arisen with 
respect to a loan or in connection with an inter vivos sale of property to 
the family member. In any case, it is well established that forgiveness of 
a debt by testamentary provision constitutes a taxable transfer under both 
the Illinois inheritance tax 87 and the federal estate tax.38 

Would the result be any different if the testator were to anticipate the 
possible forgiveness of the debt at death by specifically providing in the 
loan agreement or in the contract of sale for cancellation of any unpaid 
balance at his death? Where there is a contractual provision for cancellation 
of an unpaid debt at death, there is no asset in existence at death to be 
transferred either to the debtor or to any other beneficiciary and, insofar 
as the formal requirements for execution of a will are concerned, such an 
agreement does not constitute a testamentary disposition.*® If the transaction 


86 This difficulty cannot be avoided even in the case of an absolute transfer of 
property in consideration of an annuity. In a recent California case, the decedent 
twenty years prior to her death conveyed to her daughter certain real property having 
a value of $121,000 in exchange for the daughter’s agreement to pay her an annuity 
of $600 per month for life. The maximum cost of an equivalent commercial annuity 
at the date of the transfer was approximately $68,000. At the decedent’s death the 
property conveyed to the daughter was valued at $273,250. During the twenty-year 
period, the daughter paid her mother $140,400. It was held that the transfer was taxable 
under a specific statutory provision applicable to inter vivos transfers made without a 
valuable and adequate consideration “under which the transferee promises to make pay- 
ments to or care for the transferor.” The court found that it was unnecessary to deter- 
mine whether the transfer was one intended to take effect at death or one under which 
the transferor expressly or impliedly reserved an interest for life. Estate of Stevens, 
163 Cal. App. 2d 255, 329 P.2d 337 (1958). As this case suggests, in the absence of a 
specific statutory provision relating to transfers for support, an absolute transfer in 
consideration of an annuity is subject to the risk that the transaction will be challenged 
as a transfer with retention of a life interest, particularly where the annuity payments 
approximate the income from the property. See Greene v. United States, 237 F.2d 
848 (7th Cir. 1956). 

87 Atr’y GEN., Itt. INH. Tax Manvuat 17 (1961); cf. People v. Bauder, 271 Il. 
446, 111 N.E. 598 (1916). 

38 Overlander v. United States, 67 Ct. Cl. 531, 7 A.F.T.R. 9070 (1929); Treas. 
Reg. § 20.2033—1(b) (1956). 

39 Estate of Reese v. Gerasch, 31 Ill. App. 2d 468, 176 N.E.2d 636 (1st Dist. 1961); 
Miller v. Allen, 339 Ill. App. 471, 90 N.E.2d 251 (4th Dist. 1950). 








690 TAXATION IN ILLINOIS [Vo. 1961 


were not essentially donative in nature, there would be no basis for imposing 
either the Illinois inheritance tax or the federal estate tax.‘ 

Death tax liability is not foreclosed, however, by providing in the 
contract for cancellation of the unpaid balance at the death of the creditor. 
Under certain circumstances, the transaction may be deemed a transfer in 
contemplation of death. If, for example, a loan were made at a time when the 
transferor was in failing health under an agreement that the loan be repaid 
only if the creditor were living at the due date, the transaction would 
probably be taxable as one in contemplation of death.*! In the case of an 
installment loan or installment sale, if the payments required of the debtor 
during the decedent’s lifetime could not reasonably be expected to fully 
liquidate the debt, taking into account the life expectancy of the creditor- 
decedent at the time the loan or sale was consummated, the transaction 
would clearly bear the earmarks of a gift. To the extent that the payments 
were inadequate, the transaction would generally be taxable either as a 
transfer in contemplation of death or as a transfer to take effect at death.*? 


Survivorship Rights in a Family Partnership 


Where family members are associated as partners in the operation of 
a business, there may be circumstances which would encourage them to 
provide in the partnership agreement that the survivor should take the 
entire interest in the business as his separate property upon the death of 


40 Commissioner v. Austin, 73 F.2d 758 (7th Cir. 1934). If it were intended from 
the outset that the debt should never be repaid, there would be no basis for includ- 
ing the debt as an asset in the decedent’s estate. There would be a gift inter vivos at 
the time the transaction was consummated. Estate of Carl Rosenbaum, 3 CCH Tax 
Ct. Mem. 925 (1944). In Rosenbaum, the decedent’s son to protect himself against 
claims by his estranged wife, gave his father a note to cover certain advances. Since 
there was no intention that the note be paid, the note was not included in the father’s 
taxable estate. 

41 Cf. Percy B. Eckhart, 33 B.T.A. 426 (1935). The decedent, while suffering from 
his last illness, forgave a substantial debt one month and nineteen days prior to his 
death. The transaction was held to be a transfer in contemplation of death. Accord, 
People v. Polhemus, 367 Ill. 185, 10 N.E.2d 966 (1937) (decedent, in failing health, 
cancelled nephew’s note about one year and four months prior to his death). 

#2.On this point, a recent Tax Court case decided under the federal estate tax 
is of special interest. Nine years prior to her death, the decedent’s stock in a family 
corporation was redeemed pursuant to an agreement which provided for payment of 
the redemption price in equal monthly installments over a twelve-year period. It was 
also provided that in the event of her death the balance remaining unpaid should be 
cancelled except for the next two monthly installments falling due after her death. A 
deficiency was assessed on the ground that, in effect, the transaction constituted a trans- 
fer of the sale price to the corporation with a retention by the decedent of a 
right to the return thereof in installments over a period which did not in fact end 
before her death. The Tax Court held that the transaction was a bona fide sale, there 
being no evidence to support the theory that the decedent had made a transfer with 
retention of a right to income for life. The court did not refer to the age or life 
expectancy of the decedent at the time the agreement was consummated. Ruby L. 
Cain, 37 T.C. No. 24 (Nov. 13, 1961). 
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the first to die. In this situation, it can be contended quite properly that the 
parties have bargained for survivorship rights. There is no “gift” in 
the strict legal sense of the term. Each partner will have furnished separate 
consideration for his half interest in the business and each will be staking 
his half interest on the possibility that he will succeed to the interest of 
the other. The case stated is comparable to a joint tenancy to which both 
joint tenants have contributed in equal proportions. 

In a leading New York decision squarely in point, it was held that a 
“survivor-take-all” agreement constituted a transfer intended to take effect 
in possession or enjoyment at death. After observing that the agreement 
effected a transfer of ownership and possession only at the death of the 
decedent, the court stated the test as to applicability of the inheritance tax 
as follows: 


“It was intended to tax all transfers which are accomplished by will, 
the intestate laws of this state, and those made or incepted prior to 
the death of the transferor in contemplation of or intended to take 
effect in possession or enjoyment after his death which are in their 
nature and character instruments or sources of bounty or benefaction 
and which can be classed as similar in nature and effect with transfers 
by wills or the intestate laws, because they accomplish a transfer of 
property, donative in effect, under circumstances which impress on 
it the characteristics of a disposition made at the time of the transferor’s 
death.” 4% 


This principle is applicable not only to “survivor-take-all” agreements, 
but also to agreements which provide a bargain price for the survivor. In 
other portions of the opinion, the court emphasized the necessity for 
“valuable and adequate” consideration to be determined at the date of 
the decedent’s death. Thus, bargain purchase agreements relating to family 
business interests were brought firmly within the scope of the inheritance 
tax. In this respect, the New York court set the stage for a much more 
realistic approach by the state courts to cross-purchase agreements affecting 
family business interests than has been the rule in the federal courts under 
the federal estate tax.** 


43In the Matter of Estate of Orvis, 223 N.Y. 1, 7-8, 119 N.E. 88, 89 (1918). 


* For illustrations of the strict rule applied by the state courts, see the cases cited 
in note 47 infra. By contrast, several recent cases in the federal courts have exhibited 
remarkable liberality in accepting bargain purchase agreements between members of 
a family partnership. E.g., (1) Brodrick v. Gore, 224 F.2d 892 (10th Cir. 1955). Father 
and two sons provided that upon withdrawal or death remaining partners could pur- 
chase the interest of the other at book value. At the father’s death his interest had a 
fair market value of $516,500, and a book value of $345,900. (2) Davis v. United States, 
5 A.F.T.R.2d 1902 (D. Utah 1960). Father and son operated a farming and livestock 
business as equal partners. The partnership agreement provided that upon the death 
of either partner the survivor could purchase the decedent’s interest at a price equal 
to 25% of the appraised value of the net assets of the business, i.e., at a 50% discount. 
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Disposition of an Interest in a Family Corporation 


Where the natural objects of the testator’s bounty hold interests in a 
family corporation in which the testator owns a substantial block of stock, 
a testamentary gift of the stock to the corporation might be deemed more 
expedient than a direct bequest of the shares among the surviving family 
members. Consider, for example, a situation where a father holds 40 per cent 
of the stock of a family corporation and his two sons who are associated 
with him in the business each hold a 30 per cent interest. Although a 
testamentary gift of the stock to the corporation, rather than to the 
surviving sons, would confer the same economic benefit upon the sons, 
the inheritance tax consequences would be substantially altered. There 
would be no “piercing of the corporate veil” for purposes of the inheritance 
tax and the gift would be taxed, not as a gift to the two sons, but as a gift 
to the corporation, a stranger to the decedent.*® Instead of two gifts, each 
of which would be subject to an exemption of $20,000 and taxed at rates 
ranging from 2 per cent to 14 per cent, there would be a single gift to an 
unrelated person with an exemption of only $100 and taxable at rates 
graduated from 10 per cent to 30 per cent. It is obvious in these circum- 
stances that inheritance tax considerations dictate a direct testamentary gift 
to the surviving family-member shareholders. 

A similar problem may arise where there is a redemption of stock 
following the death of a shareholder at a bargain price pursuant to a stock- 
purchase agreement. Since buy-sell agreements relating to stock of closely 
held corporations are commonly utilized to provide liquidity in the de- 
cedent’s estate, the problem posed with respect to a bequest to a corporation 
is much more apt to occur in the context of a post-death stock redemption. 
A New Jersey case provides an excellent illustration. Two brothers owned 
substantially all of the stock of the corporation in equal portions. Pursuant 
to a stock-purchase agreement binding upon the corporation, each brother 
bound his executor at his death to sell approximately one-half of his shares 
to the corporation at a price of $100 per share. At the time the agreement 
was executed, the price specified in the agreement was in excess of the fair 
market value of the stock. The agreement was funded by life insurance 
carried by the corporation upon the lives of the two brothers. Ten years 
later, at the death of the first to die, the shares had a stipulated fair market 
value of $420 per share if the price provided in the stock-purchase agree- 
ment were disregarded. 

The question presented was whether the sale of the deceased brother’s 


The father’s interest at death was valued at $161,080 and was sold to the son for a 
consideration of $80,540. In both Davis and Gore, the bargain sale was enforced in 
local court proceedings and in both cases the bargain price was held controlling for 
federal estate tax purposes. 

* Renwick v. Martin, 126 N.J. Eq. 564, 10 A.2d 293 (1939). 


WInTER] INHERITANCE TAX 693 


stock to the corporation at a bargain price constituted a transfer intended 
to take effect in possession or enjoyment at death. On behalf of the estate, 
it was contended that the agreement was not testamentary in character, 
that it had been entered into bona fide on the basis of arm’s length bar- 
gaining, and that it represented full and adequate consideration for the 
stock in the light of the circumstances existing at the date the contract 
was consummated. 

In concluding that the spread between the fair market value of the 
stock and the redemption price constituted a taxable inheritance, the court 
observed that under the terms of the agreement there was no shifting of 
possession and enjoyment of the property until the shareholder’s death. 
Furthermore, the fact that the transaction was a bargained sale did not 
preclude taxation since the statute by its terms was specifically applicable 
to transfers “by grant, deed, bargain, sale or gift.” 4* In effect, the court 
stated that the criterion under the statute was whether there was a donative 
transfer at death. Since the beneficial interest in the stock did not shift 
until the shareholder’s death, the absence of a donative character at the 
time the agreement was consummated was not controlling. The test then 
became one as to whether the transfer which was effective at death was 
supported by adequate and full consideration determined as of the latter 
date. Since the sale to the corporation upon the shareholder’s death at the 
bargain price provided in the agreement depleted the estate, there was 
a donative transfer and the transfer became an effectual substitute for a 
testamentary disposition.*? 

In the circumstances of this case, the redemption of the stock at a bar- 
gain price resulted in two different taxable inheritances. The consideration 
of $100 per share paid by the corporation upon the redemption of the 
stock became a part of the deceased brother’s estate which passed to 
the family beneficiaries named in his will and was taxed accordingly. The 
spread between the bargain price of $100 per share and the fair market 
value of $420 per share on the other hand, was treated as a gift to the 
corporation. This gift was taxed as an inheritance by a stranger. This 
case suggests that family members who are parties to a stock redemption 
agreement which becomes effective at death are well advised to give careful 
attention to the adequacy of the values adopted as a basis for the redemption. 


46N.J. Srat. ANN. § 54:34-1 (1960). (Emphasis added.) The same language is 
employed in the Illinois inheritance tax. Int. Rev. Stat. c. 120, § 375(3) (1961). 

47 Schroeder v. Zink, 4 N.J. 1, 71 A.2d 321 (1950); accord, Estate of Banta, 273 
Wis. 328, 77 N.W.2d 730 (1956). In the Banta case, the decedent entered into a 
contract in 1928 which bound her executor to sell her shares of stock in a family 
publishing company to her son at a price of $15 per share. This was the fair market 
value of the stock at the date of the agreement. At the mother’s death in 1951, the 
stock had a value of $275 per share. It was held that the transfer was one to take 
effect at death. 
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Lire EstaTEs AND REMAINDERS 


Relinquishment of Retained Life Interest 


Life estates, whether created by testamentary disposition or retained in 
connection with inter vivos transfers, frequently present some interesting 
inheritance tax problems. A question of considerable current interest 
under the federal estate tax presents a parallel problem under the Illinois 
inheritance tax. By specific provision in the federal estate tax, a transfer with 
retention of a life interest is includible in the transferor’s gross estate.*® 
Under the Illinois inheritance tax, such transfers fall within the general 
provisions relating to transfers intended to take effect in possession or enjoy- 
ment at or after death.*® Can these tax consequences be avoided in whole or 
in part if the donor relinquishes his retained life interest in contemplation of 
death? Does it make any difference if the relinquishment is for consideration 
in an amount equal to the actuarial value of the life interest at the date of 
the assignment? Inasmuch as the remainder interest is created at the date 
of the initial conveyance, can it be properly concluded that the remainder 
is transferred in contemplation of death upon the subsequent relinquishment 
of the retained life estate? 

In a recent federal estate tax case, the decedent eighteen years prior to 
her death had created a trust reserving a life interest. At the age of 79 
and about eight months prior to her death, she assigned her life interest 
to her son for a lump sum consideration of $140,000. This payment was 
approximately equal to the actuarial value of the decedent’s life interest 
at the date of the assignment. Although the assignment was motivated 
primarily by the desire to save estate taxes, the transaction was a highly 
profitable one for the decedent.5° At the time of the transfer the decedent 
was hospitalized for treatment of a broken hip, but otherwise she appeared 
to be in reasonably good health for a person of her age. About three months 
after the assignment, it was discovered that the decedent was suffering from 
a malignancy from which she died a few months thereafter. A deficiency 
was assessed against the decedent’s estate on the ground that relinquishment 
of her life interest constituted a transfer in contemplation of death even 
though the full actuarial value of the life interest had been paid by 
the assignee. The rationale of the Commissioner’s position was this: If the 


48 Int. Rev. Cope or 1954, § 2036. 

49 People v. Estate of Moir, 207 Ill. 180, 69 N.E. 905 (1904). 

50 The decedent was in the upper income tax brackets and the advantage of the 
transaction to her rested on the fact that she enjoyed a relatively high basis with 
respect to the property transferred on trust. Thus she could sell her retained life interest 
without incurring a capital gains tax. With a life expectancy of 5.38 years at the date of 
the assignment, she realized a net amount of $140,000, which was equivalent to 10 to 12 
years of income after taxes based on what she had been receiving under the trust in 
prior years. 
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decedent had retained her life interest until death, the full value of the 
corpus (approximately $900,000) would have been included in her gross 
estate. Since the retained life interest was transferred for a consideration 
of only $140,000, the transfer was not for full and adequate consideration 
in money or money’s worth and the difference of $760,000 was includible 
in the decedent’s estate as a transfer in contemplation of death. The Com- 
missioner’s position was premised, not on the property interest which was 
transferred as a matter of local law (for which there was full consideration), 
but upon the amount by which the decedent’s taxable estate was depleted. 

The district court, in a suit for refund, recognized that the life interest 
had been relinquished in contemplation of death but refused to accept the 
Commissioner’s contention on the ground that the decedent had sold her 
interest for a full and adequate consideration.5! On appeal, the Tenth 
Circuit, in a brief opinion which omits any discussion of the problem of 
statutory construction, concluded that Congress must not have “intended 
to allow such an easy avoidance of the taxable incidence befalling reserved 
life estates.” 2 Although the Supreme Court has denied certiorari in this 
case, litigation of this issue in other circuits is likely before the matter is 
finally resolved.*8 

A few cases involving this problem have been litigated under state 
inheritance tax statutes. The leading case is a New Jersey decision which 
dates back to 1939. The decedent, who had made a transfer on trust with 
the reservation of a life interest, assigned his retained life interest to the 
succeeding beneficiaries by gift about three months prior to his death. He 
had attained the age of 84 and had been stricken with angina pectoris about 


51 Allen v. United States, 6 A.F.T.R.2d 6128 (D. Colo. 1960). 

52 United States v. Allen, 293 F.2d 916 (10th Cir.), cert. denied, 368 U.S. 944, 82 
Sup. Ct. 378 (1961). 

58 The interesting question of statutory construction under the federal estate tax 
arises from the fact that the provisions relating to retained powers of revocation and 
donated powers of appointment specifically cover the relinquishment of those powers 
in contemplation of death. Int. Rev. Cope or 1954, §§ 2038, 2041. There is no similar 
provision in § 2036 relating to the relinquishment of retained life estates. Thus there 
is reasonable ground for concluding that Congress did not intend that the contemplation 
of death provisions should apply to an interest greater than that which the decedent 
held as a matter of local law at the date of the particular transfer in question. An 
analogous question arises with respect to the severance of a joint tenancy in contem- 
plation of death where the decedent provided all the consideration for the initial 
acquisition of the property. In the leading case on this problem, it was held that the 
contemplation of death provisions were applicable only to the interest over which the 
decedent had control as a matter of local law, namely, an undivided one-half. Thus, 
although the value of the entire property would have been included in the decedent’s 
estate had the property remained in joint tenancy until death, the severance or 
transfer in contemplation of death left only one-half in the gross estate. Sullivan’s 
Estate v. Commissioner, 175 F.2d 657 (9th Cir. 1949); accord, Estate of Edward Carnall, 
25 T.C. 654 (1955); Estate of A. Carl Borner, 25 T.C. 584 (1955). Contra, Harris v. 
United States, 193 F. Supp. 736 (D. Neb. 1961). 
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five months prior to the assignment. The court readily concluded that the 
transfer was within the contemplation of death provisions and that the trust 
corpus was taxable in the decedent’s estate. The rationale of the decision 
is expressed in the following extract: 


“Here, by the original grant, the settlor made such reservation of 
interest in the subject-matter thereof as to indubitably stamp the 
transfers in question as subject to the succession tax; and it would 
indeed be an anomaly, plainly perversive of the spirit of the statute, if 
the subsequent assignment of the reserved income to the succeeding 
life cestuis, motivated as contended by appellants, should operate to 
remove the transfers at issue from the inheritance tax category.” 4 


A similar rule has been applied under the District of Columbia inherit- 
ance tax where the decedent gratuitously relinquished her retained life 
interest three months prior to her death.55> Furthermore, dictum in a 
California decision supports the proposition that an assignment of a retained 
life interest for a consideration equivalent to the actuarial value of the 
relinquished life estate will not bar application of the contemplation of 
death provisions with respect to the remainder.5* The gist of both decisions 
is that the decedent cannot “render non-taxable a previous transfer which 
was clearly taxable by renouncing [relinquishing], in contemplation of 
death, the reserved interest which had made it taxable.” 57 These decisions 
in the application of the contemplation of death provisions of state inherit- 
ance taxes are sound in principle and do no violence to the statutory lan- 
guage of the state death taxes. This is in sharp contrast with the “nice” 
question of statutory construction presented by the provisions of the federal 
estate tax.5§ 


Burden of the Tax as Between Life Tenant and Remainderman 


Where there is a bequest or devise of a life interest in specific property 
followed by a remainder, a question may arise as to the burden of the 
tax upon the interests created. In the absence of a testamentary provision 
for payment of the tax out of the residue, the inheritance tax upon the 
respective interests becomes a lien upon the entire property.5® Where the 
property is real estate, the beneficiaries will generally come forward with 
the payment of the tax assessed upon their separate interests. If one party 


54 Hartford v. Martin, 122 N.J.L. 283, 287, 4 A.2d 31, 33 (1939). 
55 Heller v. District of Columbia, 198 F.2d 983 (D.C. Cir. 1952). 
56 Estate of Thurston, 36 Cal. 2d 207, 223 P.2d 12 (1950). 
57 Heller v. District of Columbia, supra note 55, at 985. 
58 The federal estate tax problem is summarized at note 53 supra. 


59 “TT ]he tax on the several estate or estates, remainder or remainders, or interests 
shall be immediately due and payable . . . and said tax shall accrue . . . and remain 
a lien upon the entire property limited until paid.” Int. Rev. Stat. c. 120, § 376 (1961). 
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should fail to pay the tax assessed upon his interest, the other may consider 
it desirable to make payment on behalf of the beneficiary who is in default 
to keep the property from becoming encumbered. In that case, the party 
making payment should be entitled to recover from the one in default on 
general principles of subrogation.® 


Valuation of Life Estates 


Section 2 of the Illinois inheritance tax provides that life estates are to 
be valued as of the date of the decedent’s death by the use of mortality 
tables and upon the presumption that there will be an annual return of five 
per cent upon the property.®! These specific requirements of the statute 
preclude taking into account either the state of health of the life tenant, 
events occurring subsequent to the decedent’s death, or the fact that the 
property is less productive than the presumed statutory rate.®? Consider, for 
example, a testamentary transfer to A (age 30) for life, with remainder to 
X Charity. Assume that A was suffering from an incurable disease at the 
date of the decedent’s death and died six months thereafter. Since the 
statute requires that valuation of the life estate shall be made on the basis 
of mortality tables, the value of A’s interest in these circumstances would 
exceed 80 per cent of the total value of the property and would be taxed 
accordingly, even though the actual gift enjoyed by A would constitute 
only a small portion of the total value of the property. The same result 
would follow if A met with a fatal accident shortly after the decedent’s 
death. Although the tax consequences in these circumstances may seem 
arbitrary, there is little doubt as to the validity of these provisions. 
Equitable considerations support the statutory rule adopted in California, 
which provides for the valuation of a life interest on the basis of actual 


60 See 1 AMERICAN LAw or Property § 2.22 (Casner ed. 1952). As a general rule, 
the principle of subrogation is given broad application: “The doctrine of subrogation 
has been steadily expanding, is a favorite of the law and has been nurtured and 
encouraged. It is broad enough as now applied to include every instance in which one 
person not acting as a mere volunteer or intruder pays a debt for which another is 
primarily liable, and which in equity and good conscience should have been discharged 
by the latter. Remsen v. Midway Liquors, Inc., 30 Ill. App. 2d 132, 145-46, 174 N.E.2d 
7, 13 (2d Dist. 1961). 

61Ttt. Rev. Srat. c. 120, § 376 (1961). 

®Where the life beneficiary died while the determination of the inheritance tax 
was still pending, it was held that the life interest was taxable on the basis of the 
actuarial value at the date of the decedent’s death. People v. Upson, 338 Ill. 145, 170 
NE. 276 (1930). A life interest is valued according to the statutory formula whether 
the life beneficiary has a power to consume or whether the life interest may be 
terminated by remarriage or other condition. People v. Freese, 267 Ill. 164, 107 N.E. 
857 (1915) (power to consume); Matter of Plum, 37 Misc. 466, 75 N.Y. Supp. 940 
(Surr. Cr. 1902) (life interest terminable on marriage). 

68 Howe v. Howe, 179 Mass. 546, 61 N.E. 225 (1901); In the Matter of White, 
208 N.Y. 64, 101 N.E. 793 (1913). This result can be justified, of course, on the ground 
that mortality tables reflect all probabilities of health and accident on an over-all basis. 
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events where the life tenant or life beneficiary dies prior to the determination 
of the tax.* 


Contingent Remainders and Section 25 


Under section 25 of the Illinois inheritance tax it has long been provided 
that the final assessment of the tax upon contingent or conditional remainder 
interests should be deferred until the occurrence of the condition or contin- 
gency.® This was necessary inasmuch as final determination of the tax 
prior to occurrence of the condition or contingency would be unconsti- 
tutional since such determination would necessarily be based upon arbitrary 
assumptions.®* To protect the revenue, section 25 for many years required 
either the payment of the highest possible tax or a deposit of security with 
respect to the difference between the highest possible tax and the tax most 
likely to become due upon the occurrence of the contingency.®* These 
payments or deposits were subject to adjustment, upon the occurrence of 
the contingency, to provide for final determination of tax on the basis of 
the actual gifts which resulted. In 1959, section 25 was amended to provide 
a rule which avoids the burden imposed by payment of the highest possible 
tax or the inconvenience of requiring substantial deposits.** In short, the new 
section 25 provides for assessment of a tax upon the remainder interest on 
the basis of the gifts most likely to occur. This tax is final unless, on 
occurrence of the condition or contingency, a lesser tax is determined to be 
due. In that event, appropriate refund shall be made.® 

The new provision operates in favor of the taxpayer since the result 
is to tax the remainder interest either upon the gift most likely to occur 
determined at the death of the testator, or upon the gift actually determined 
by the occurrence of the contingency, whichever produces the lesser tax.” 
Consider, for example, a devise by the decedent to his surviving spouse for 


6 Cart. Rev. & Tax. Cope § 13955; Estate of Knapp, 37 Cal. 2d 827, 236 P.2d 372 
(1951). 

65 J]]. Laws 1909, § 25, at 320-21. 

6% Billings v. People, 189 Ill. 472, 59 N.E. 798 (1901). 

67 The alternative provisions providing for a determination of a tentative tax 
on the basis of the contingencies most likely to occur with a deposit to cover the 
difference between that amount and the highest possible tax was first added in 1929. 
Ill. Laws 1929, at 613. It was repealed in 1933 (Ill. Laws 1933, at 889) and then rein- 
stated with some modification in 1945. Ill. Laws 1945, at 1239. Ini. Rev. Srat. c. 120, 
§ 398 (1957). 

68 Tl]. Laws 1959, at 152-53. 

69 ILL. Rev. Stat. c. 120, § 398 (1961). 

7 The regulations under the new § 25 provide that the “condition of health of 
all persons in being” to whom the contingent remainder might pass shall be taken 
into account. This enlarges upon the statutory language which provides for a con- 
sideration of “any applicable mortality and other experience tables and the number 
and ages of all persons in being when the tax is assessed.” Atr’y GEn., ILL. INH. Tax 
Manvat 58 (1961). 
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life, remainder in equal shares to their two children living at the wife’s 
death or their descendants per stirpes. In this case, final determination of 
the gifts in remainder cannot be established until the death of the life tenant. 
Under section 25, the tax upon the remainder interests would be assessed 
on the assumption that both children would survive their mother. If, how- 
ever, only one of the descendants survived at the mother’s death, there 
would be no additional assessment of tax under section 25 even though 
the remainder passed to one beneficiary rather than two. On the other hand, 
if both of the children predeceased their mother so that the property were 
to pass to four grandchildren in equal shares, there would be a redetermina- 
tion of tax and the excess paid upon the decedent’s death would be refunded. 

It is of interest to observe that where there is an unfavorable age 
differential between the life tenant and the contingent remainderman fol- 
lowed by a gift over to charity, there may be no tax imposed upon the re- 
mainder interest even though the gift over to charity should actuaily fail. 
Assume, for example, a devise to A (age 30) for life, remainder in fee to B 
(age 70) if living at A’s death, if not to X Charity. Under these circum- 
stances there would be no section 25 tax assessed upon the remainder interest 
since it would be highly unlikely that B would survive at A’s death. If B 
were to survive A and take the remainder, section 25 does not require a 
redetermination of tax upon occurrence of that event. 


Life Interest With Power To Consume 


Not infrequently, a life tenant or life beneficiary will be given a broad 
discretionary power to consume corpus. This presents a question as to 
whether the power to consume converts the life interest into a fee and thus 
alters the basis upon which to assess the inheritance tax. The rule is well 
established in Illinois that a life interest coupled with a power to consume 
followed by a gift over of what may remain at the death of the life tenant 
is to be taxed only as a life estate. In the most recent Illinois decision in- 
volving this question, the decedent made a residuary bequest to his surviving 
widow “to have and to hold as her own and to do with as she sees fit” with 
a provision that “upon the death of [my wife] I will, devise, and bequeath 
the residue of my estate or any portion thereof remaining unexpended 
by [my wife] unto my legal heirs.” The court concluded that the wife 
took only a life estate coupled with a power to consume and held that the 
inheritance tax should be assessed upon the assumption that the power 
would not be exercised. The remainder interest was held taxable under 
the provisions of section 25.71 

Several unresolved questions arise in the event the life beneficiary 
exercises the power to consume. Consider, for example, a testamentary trust 
for the benefit of the surviving spouse for life, followed by a gift over upon 


71 In re Estate of Fahnestock, 384 Ill. 26, 50 N.E.2d 733 (1943). 
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her death in equal shares to the surviving children or their descendants per 
stirpes. Assume that the wife has a discretionary power to withdraw at any 
time all or any portion of the principal. In the husband’s estate, the wife’s 
interest would be taxed as a life interest under section 2; the remainder would 
be taxed under section 25 on the assumption that the wife would not 
exercise the power and that the remainder would pass to the children in 
equal shares. If at a later date the wife withdraws principal, she would be 
exercising a power of appointment. But the power of appointment pro- 
visions do not apply in these particular circumstances. The section relating 
to powers of appointment provides that the exercise shall be deemed a 
taxable transfer “in the same manner as though the property to which 
such appointment relates belonged absolutely to the donee of such power 
and had been bequeathed or devised by such donee by will.” 72 Thus the 
power of appointment provisions apply only where the exercise of the 
power is for the benefit of one other than the donee of the power.7 
Furthermore, there is no specific provision in the statute for redetermining 
the tax due in the husband’s estate upon the interest acquired by the widow 
since her interest is taxed upon his death only as a life interest.74 The result 
is that there is no requirement for assessment of an additional tax in the 
husband’s estate upon the exercise of the power of withdrawal, and there 
can be no tax in the estate of the wife, the donee of the power, unless the 
wife retains until her death the property withdrawn from the trust or 
disposes of it inter vivos in a manner otherwise taxable under the statutory 
provisions. If the wife were to use and consume the principal withdrawn 
from the trust, there would be nothing to tax in her estate and the section 
25 tax assessed on the remainder interest in the husband’s estate would be 
refunded.”*> However, if the wife were to withdraw the principal and 
immediately transfer the property by gift to another, it would be reasonable 
to treat the transaction as if the power of appointment had been exercised 
for the benefit of a third person. In that case, the transfer would be taxable 
under the power of appointment provisions in the estate of the wife at 
her death.”¢ 


72 Tit. Rev. Strat. c. 120, § 375(4) (1961). 

78 An inheritance tax could hardly be assessed in the estate of the donee of the 
power on the theory that the donee made a devise or bequest to himself. 

Tur. Rev. Srat. c. 120, § 376 (1961). Nothing in this section of the statute 
governing the taxation of life interests provides for redetermination of tax in the event 
the interest is reduced by premature termination or is enlarged by exercise of a power 
to consume. 

% In the only Illinois case involving the question of exercise of a power to consume, 
the life tenants conceded that their interests should be taxed as if they had taken an 
absolute fee interest in the estate of the donor. However, on the facts stated in the 
opinion, it is not clear that the power to consume had actually been exercised. Talbot 
v. People, 339 Ill. 333, 171 N.E. 183 (1930) (case remanded). 

%In the Matter of Estate of Wendel, 223 N.Y. 433, 119 N.E. 879 (1918). See 
discussion beginning at p. 707 infra. 
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In the event the power of withdrawal is exercised as to a part of the 
principal, the remainder interest is affected and there is a question as to 
whether a portion of the section 25 tax assessed upon the remainder interest 
would be subject to refund with each exercise of the power. Section 25 
provides for redetermination and refund of the tax imposed on the remainder 
interest “on the happening of any contingency whereby the property, or 
any part thereof is transferred to a person .. . exempt from taxation... 
or to any person . . . taxable at a rate less than the rate imposed and paid” 
in the estate of the decedent who created the remainder interest.” By 
exercising the power to consume, has the life beneficiary “transferred” 
any part of the property to a person exempt from taxation or to any 
person taxable at a rate less than the rate imposed and paid? Inasmuch as 
there is no provision in either section 2 or section 25 for assessment of an 
additional tax upon the life beneficiary with respect to the amount with- 
drawn, it could be contended that there is a transfer of a part of the 
property to a person exempt from tax or to a person subject to tax at 
a lesser rate. 

There may be serious doubt, however, as to whether this is a satisfactory 
answer. If this result is required under the statute, there could be some 
surprising tax consequences. Assume, for example, that property transferred 
on trust by the deceased husband had a total value of $750,000 which was 
allocable $250,000 as the value of the life interest of the surviving spouse 
and $500,000 as the value of the remainder interest. Assume, further, that 
the life beneficiary lived for a period of 20 years and each year exercised 
the power to consume by withdrawing $25,000 from principal, a total of 
$500,000 during her life. If the trust corpus also appreciated in value in 
the amount of $25,000 per year, there would still be a fund of $750,000 for 
the remainderman at the death of the life beneficiary. Consequently, if 
each year as withdrawals were made by the life beneficiary, an adjustment 
were required in the section 25 tax imposed upon the remainder interest, 
the tax on the remainder would be fully refunded and there would no tax 
paid with respect to the gift of the remainder.”® 

With respect to partial withdrawals of principal, there is a reasonably 
plausible argument for deferring an adjustment under section 25 until the 
death of the life beneficiary. In the case of a testamentary gift of a life 
interest coupled with a power to consume followed by a gift over, the 
remainder interest is subject to two contingencies: (1) the exercise of the 


TT Iti. Rev. Stat. c. 120, § 398 (1961). 

78 The assumed illustration is not likely to be duplicated in real life circumstances, 
but it serves to demonstrate that increments in value of corpus would offset withdrawals 
of principal by the life beneficiary. On this point, it is of interest to note that if the 
trust provided that capital gains should be allocated to income, such a provision would 
affect neither the valuation of the life interest under § 2 nor the determination of the 
§ 25 tax assessed upon the remainder interest. 
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power and (2) the death of the life beneficiary. If, under these circum- 
stances the remainder interest can be said to constitute a fund of an amount 
certain determined as of the death of the donor, then the question is one as 
to whether there is a fund of equal value available to the remainderman at 
the death of the life beneficiary. Since this cannot be ascertained until the 
death of the life beneficiary, redetermination of the section 25 tax would be 
deferred accordingly until the occurrence of this, the final, contingency. 
The effect of this rule would be to offset increments in value of corpus 
against any withdrawals of principal by the life beneficiary. 

In the final analysis, a critical appraisal of the present provisions of the 
inheritance tax can lead to only one conclusion, namely, that section 2 and 
section 25 of the statute were not designed to cope with dispositions which 
include a power in the life beneficiary to withdraw or consume principal. 
With encouragement under the federal estate tax, powers of withdrawal 
are currently in vogue with respect to transfers on trust.”® Thus the 
problem under the inheritance tax is likely to become a common one. It is 
highly desirable, therefore, that the Illinois inheritance tax laws be amended 
to specifically define the consequences of gifts which are cast in the 
form of a life interest with a power to withdraw or consume. The 
simplest solution would be to tax these gifts initially as if the beneficiary 
took a fee interest. If the life beneficiary consumed or fully withdrew the 
principal, the tax as originally assessed would stand unchanged. If, on the 
other hand, there were principal remaining at the death of the life bene- 
ficiary, the tax would be redetermined on the basis of the gifts actually 
enjoyed by the life beneficiary and remainderman. A refund would be 
made if the tax as redetermined were less than that originally assessed.®° 


Powers or APPOINTMENT 


Comparison With Federal Estate Tax 


The Illinois inheritance tax differs substantially from the federal estate 
tax in the treatment of donated powers of appointment. The federal estate 
tax applies only to general powers; the Illinois inheritance tax, to both 


79 The federal estate tax provisions permit a life beneficiary to enjoy the right 
to withdraw each year $5,000 or 5% of the principal, whichever is greater, without 
incurring the risk of an estate tax with respect to the lapse of such power. Int. Rev. 
Cope or 1954, § 2041(b)(2). In addition, general powers utilized in connection with 
marital deduction trusts may also lead to withdrawals of part of the principal by the 
surviving spouse. 

80 This is the result reached in Wisconsin by judicial construction, except that 
there is a readjustment of tax upon the death of the life beneficiary whether the amount 
is more or less than that originally determined. Estate of Wheeler, 252 Wis. 613, 32 
N.W.2d 624 (1948). In view of the long-standing rule in Illinois that a life interest 
coupled with a power to consume is to be taxed only as a life estate, corrective action 
must lie with the legislature. The Illinois rule was first adopted in People v. Freese, 
267 Ill. 164, 107 N.E. 857 (1915). 


So Neage 
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general and special powers. Under the federal estate tax, the property 
subject to a general power of appointment created after October 21, 1942 
is includible in the gross estate of the donee whether or not the power is 
exercised.®! Under the Illinois inheritance tax, on the other hand, property 
subject to a power of appointment is taxable in the donee’s estate only if 
the donee exercises the power.®? 


General Scheme of the Inheritance Tax 


There are two phases in the application of the Illinois inheritance tax 
with respect to property which is subject to a power of appointment. The 
first phase relates to the estate of the donor of the power. Consider, for 
example, a devise by the decedent to A (age 60) for life coupled with a 
general power to appoint the remainder by will, and in default of appoint- 
ment to B (age 30) and C (age 32) in equal shares if living at A’s death, 
or to their children per stirpes. In the donor’s estate the inheritance tax 
would be assessed as follows: A’s life interest would be valued pursuant 
to section 2 and taxed accordingly; and the remainder interest would be 
assessed under section 25 upon the assumption that A would not exercise 
the power and upon the probability that both B and C would survive A and 
take in default in equal shares as provided in the donor’s will.® 

The second phase occurs upon the death of A, the donee of the power. 
If A does not exercise the power, there will be no inheritance tax assessed 
in A’s estate and the tax upon the remainder interest assessed in the donor’s 
estate will stand unless upon A’s death the gift over resulted in a lesser tax 
than that originally assessed under section 25. In the latter event, there 
would be a redetermination of tax and a refund of the excess originally 
paid.8* If A were to exercise the power, however, by appointing to X, the 
property so appointed would be taxed in A’s estate as if he owned the 
property in fee.®® In this case, the tax assessed upon the remainder interest 
in the estate of the donor of the power would be refunded. Thus there is 
either a tax on the remainder interest in the estate of the donor of the 
power, or a tax upon the entire property in the estate of the donee depending 
on whether the donee exercises the power.*¢ 


Appointment to Takers in Default 


As indicated above, if the donee of the power appoints to persons other 
than those who would take in default, the inheritance tax consequences are 


81InT. Rev. Cope or 1954, § 2041. 

82 Trt. Rev. Stat. c. 120, § 375(4) (1961). 

83 People v. Metropolitan Trust Co., 369 Ill. 84, 15 N.E.2d 729 (1938). 

84Iiy. Rev. Srat. c. 120, § 398 (1961). 

8 Id. § 375(4). 

86 This treatment is in accord with the practice under the New York inheritance 


tax. N.Y. State Tax Comm’n, Regulations—Taxable Transfers, art. 212, 33 N.Y. State 
Dep’r Rep. 687-88 (1925). (New York shifted to an estate tax in 1930.) 
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clearly defined. But where the appointment is made in whole or in part 
to those who would have taken in default, some nice questions arise. These 
questions turn on the nature of the appointment as it affects the interests 
of the takers in default. By the exercise of the power, the donee may appoint 
the same interest, a lesser interest, or a greater interest to one who would 
have taken in default. The basic issue in each case is whether the doctrine 
of election is available to the appointee so that he may choose to treat all 
or part of the gift as having been derived either from the donor of the 
power or the donee of the power. If the election is available, the appointee 
is in a position to determine whether the inheritance tax is to be assessed 
in the estate of the donor or the estate of the donee.’? 

An election, if available, has very practical consequences. In the first 
place, the gift to the appointee would be taxed only as a remainder interest 
in the estate of the donor, whereas it would be taxed as a fee interest in 
the estate of the donee. Secondly, the tax is based on the value of the 
property at the date of death of the decedent in whose estate the tax is 
assessed, and the property may have substantially appreciated in value 
subsequent to the death of the donor. Furthermore, the relationship of the 
appointee to the donor and donee may vary so that his classification as a 
beneficiary for purposes of the exemption and rates schedules would be sub- 
stantially different. Lastly, the election may determine whether the ap- 
pointee is to assume any burden for the tax assessed upon his interest where, 
for example, one of the parties, either the donor or donee, has provided 
that all death taxes shall be paid from the residue of his estate. 

There have been no Illinois decisions involving these several problems, 
but there have been a number of significant New York cases. Inasmuch as 
the Illinois provisions were modelled upon the former New York inheritance 
tax statute, it is appropriate to turn to the New York cases for guidance.*® 
The rules established under the New York decisions may be summarized 
as follows: (1) If the donee appoints the same or lesser interest to one who 
would have taken in default, the appointee may elect to have the transfer 
taxed either in the estate of the donor or the estate of the donee. (2) If 
the donee appoints a greater interest to one who would have taken in 
default no election is available and the gift to the appointee must be taxed 
in the estate of the donee. As the following discussion suggests, there is 


87 This doctrine of election was fully recognized under the New York inheritance 
tax law: “The beneficiary of the exercise of a power of appointment has a right of 
election as to whether or not he will take under the exercise of the power. If the 
beneficiary would take all or a portion of the property under the will of the donor 
of the power if the power were not exercised, he may elect to take under the donor’s 
will and not under the power, and frequently does so.” Id. art. 91, 33 N.Y. STATE 
Dep’r Rep. at 656. See also Simes & SMITH, FuTuRE INTERESTS § 983 (2d ed. 1956). 

88For a comprehensive treatment of the New York decisions, see: Dicus & 
Zartman, Inheritance Taxation in Illinois of Powers of Appointment Upon Donee’s 
Death, 44 Inv. B.J. 267 (1955). 
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some question as to whether the foregoing distinction made by the New 
York decisions is sound.®® 

Where the donee exercises the power of appointment by appointing in 
the same manner as provided in default of the exercise of the power, it is 
well established that the appointee has an election to treat the gift as having 
been acquired either from the donor or the donee. This rule, of course, 
squares with strict property law concepts since the appointee could renounce 
the appointment under the will of the donee and elect to take under the 
will of the donor.® 

A similar result has been reached where the donee appointed part of 
the property to third parties absolutely and the balance to those who would 
have taken in default. For example, assume that the property would have 
passed in default to A and B in equal shares and the donee appointed to 
A, B, and C in equal shares. Thus A and B each take a one-third interest 
rather than a one-half interest. In this case, A and B could renounce the 
appointment by the donee and elect to take under the will of the donor. 
The interest taken by C would, of course, be taxable in the estate of the 
donee of the power.*! 

An inconsistent position has been adopted by the New York courts, 
however, where the donee has carved out an intervening life estate and has 
appointed the remainder to the takers in default. For example, assume that 
the property would have passed in default to A and B in equal shares, but 
the donee appointed a life interest to C with the remainder in equal shares 
to A and B. On these facts, it was held that the doctrine of election was 
inapplicable and that the appointment to A and B must be taxed in the 
estate of the donee.®? This position does not square with property law 
concepts and is clearly inconsistent with the decisions reached in the 


preceding cases. 
The next illustration to consider is that where the power is exercised 


8° The material herein is based upon a previous discussion of this problem. See: 
Young, Contingent or Conditional Future Interests and Section 25 of the Illinois 
Inberitance Tax, 49 Inv. B.J. 244 (1960). 

% The leading case is In the Matter of Lansing, 182 N.Y. 238, 74 N.E. 882 (1905). 


%1In the Matter of the Estate of Slosson, 216 N.Y. 79, 110 N.E. 166 (1915). In 
this case the property was to pass upon default to those who would take in the event 
of the donee’s intestacy. The donee appointed about one-third to individuals who 
would not have taken in default and the balance to her children. It was held that 
the interests of the children were properly taxable in the estate of the donor of the 
power and the one-third appointed to others was held taxable in the estate of the donee. 

92In the Matter of Estate of Lowndes, 60 Misc. 506, 113 N.Y. Supp. 1114 (Surr. Ct. 
1908) (donee appointed an intervening life estate to her husband with remainder to her 
children who would have taken in default). The Lowndes decision was based upon 
In the Matter of Estate of Cooksey, 182 N.Y. 92, 74 N.E. 880 (1905). In the Cooksey 
case, the donee appointed to the same beneficiaries as provided in default of exercise of 
the power except that the donee specified that certain distributions from corpus at 
various ages should be mandatory rather than discretionary in total amount. 
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by appointing a greater interest to the appointee than he would have taken 
had the power not been exercised. For example, assume that the property 
would have passed in default of appointment to A and B in equal shares 
and the donee appointed 4 to A and ¥% to B. In this case, under the New 
York decisions, A could elect to treat his interest as having been acquired 
from the donor since the interest appointed to him is less than that which 
he would otherwise have taken. As to B, however, the New York cases have 
held that his entire interest must be taxed in the estate of the donee of the 
power and no portion thereof may be treated as having passed in the 
estate of the donor.® 

The most recent New York Court of Appeals decision involving appli- 
cation of the inheritance tax to an appointment of a part of the property 
to a taker in default, adopts a more satisfactory test than that based on the 
strict doctrine of election. The rule applied In the Matter of Estate of 
Duryea ®* would lead to different results in each of the last two illustrations. 
The facts in the Duryea case can be stated by assuming that the property 
would have passed in default to A and B in equal shares but the donee 
appointed 4% to A and ¥% to C. In these circumstances, A contended that 
since the interest which he received by the appointment was identical to 
that which he would have received in default, the gift to him should be 
taxed in the estate of the donor of the power rather than the estate of the 
donee. The opposing argument was that the doctrine of election could not 
apply on these facts for the reason that if A had renounced the appointment 
his one-half interest would have passed under the will of the donor in equal 
shares to the takers in default. This would have resulted in the following 
disposition of the property: % to A; % to B; and % to C. The court 
answered by refusing to accept the doctrine of election as the governing 
criterion: 


“(T]he true rule to be applied can be reached only by an entire disregard 
of any intention to elect or of what has been termed an election and 
may be stated to be that where a person named under the exercise of 
the power takes the same or less than he would have taken under the 
original will, if the power of appointment had not been exercised, his 
interest is taxable in the estate of the donor and not in the estate of 
the donee... . 

“The question is not what [the appointee] . . . would take if she 
renounced her rights to take by the. appointment made and elected to 
take under the will of the donor of the power, but rather what she 
would have taken had the power not been exercised to any extent.”® 


%3In the Matter of Estate of Delano, 176 N.Y. 486, 68 N.E. 871 (1903) (donee 
appointed entire property to one who would have taken only a fractional interest 
in default). 

94277 N.Y. 310, 14 N.E.2d 369 (1938). 

% Id. at 318-19, 14 N.E.2d at 372. (Emphasis added.) 
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In the test last stated, the court was concerned with the extent to 
which the exercise of the power effected a change in the beneficial interest 
taken by the appointee. In the circumstances, since the appointee took no 
greater interest than she would have taken in default, the court concluded 
that no benefit had been conferred upon the appointee which required 
imposition of a transfer tax in the estate of the donee of the power. 

It is submitted that the “benefit” test applied by the court in Duryea 
more nearly squares with the fundamental purpose of an inheritance tax, 
namely, to impose a tax in the estate of the decedent measured by the 
value of the benefits conferred by the decedent upon the particular benefi- 
ciary. If this test is controlling, it should make no difference whether the 
appointed interest is less than, equal to, or greater than the interest which 
the appointee would have taken in default. In any case, the appointee 
should be permitted to elect to be taxed in the estate of either the donor or 
the donee to the extent that the interest appointed to him does not exceed 
the interest which would have been acquired in default. A tax in the estate 
of the donee should be mandatory only to the extent that the interest 
received by the appointment exceeds that which would have been acquired 
in the absence of an exercise of the power. An apt illustration is provided 
where the property would have passed in default to A and B in equal 
shares and the donee appointed 4 to A and % to B. The exercise of the 
power in this manner would shift a 4 interest from A to B and this transfer 
should be taxed in the estate of the donee of the power. The balance, at 
the election of the appointees, should be taxed in either estate. Thus, 
if it were advantageous to the appointees, A’s one-fourth interest and B’s 
interest to the extent of one half of the value of the property would be 
taxed in the donor’s estate. This would leave only the one-fourth interest 
taxed as a transfer in the donee’s estate. There would, of course, be a 
refund of the section 25 tax imposed in the estate of the donor of the 
power with respect to the one-fourth interest which failed to pass to A. 


Inter Vivos Exercise 


If a general power of appointment is exercised inter vivos, the pro- 
visions of the federal gift tax will be applicable.®* In addition, an exercise 
of a general power may be subject to the federal estate tax if it is exercised 
in such a manner that the transfer would have been taxable in the estate of 
the donee had the donee held the fee interest in the property subject to 
the power.®” Since there is no gift tax in Illinois, it might be assumed that 
the inter vivos exercise of a power of appointment, general or special, 
would create no local transfer tax problems. However, the Illinois inherit- 


% Int. Rev. Cope or 1954, § 2514. 
97 Id. § 2041. 
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ance tax, by its terms, is applicable to the exercise of a power of appoint- 
ment whether the exercise is by will or by deed.% 

If the power of appointment is exercised by deed, it is not necessary 
as a condition precedent to the application of the inheritance tax that the 
power be exercised in contemplation of death or as a transfer to take effect 
at death. Under the statute, the property subject to the power is taxable 
in the estate of the donee solely by reason of the exercise of the power and 
not by reason of the circumstances underlying its exercise. 

There are no Illinois decisions relating to the inter vivos exercise of 
a power of appointment, but the regulations provide that the exercise of a 
power of appointment by deed constitutes a taxable transfer.®® Application 
of the inheritance tax to an exercise by deed is based upon an old New 
York case, In the Matter of Estate of Wendel,’ construing identical pro- 
visions of the former New York inheritance tax statute. There the decedent 
held a life estate in certain real property coupled with a special power of 
appointment. About four years prior to his death, he exercised the power 
by deed and conveyed the remainder together with his life estate to his 
sisters. It was conceded that the transfer was not in contemplation of death. 
The sole issue in the case was whether the statute was properly applicable 
to powers of appointment exercised by deed. In resolving this issue, the 
court observed that the language employed in the statute indicated a clear 
intention to tax the exercise of a power of appointment whether the exercise 
was by will or deed. The court then turned to the constitutional question 
and concluded that the tax was a valid tax upon the privilege of exercising 
a power of appointment and was neither arbitrary nor discriminatory. 

Although the statute provides that the “appointment, when made, shall 
be deemed a taxable transfer,” the assessment of the tax is deferred until 
the death of the donee of the power and is paid in his estate in the same 
manner as the tax upon any other inter vivos transfer which falls within 
the taxable estate. The statutory language treating the appointment as a 
taxable transfer “when made” fixes the time for valuation of the interest 
transferred. The question of valuation was not an issue in the Wendel case, 
but it is significant that the court affirmed the assessment of tax made by the 


8 The language of the statute is broadly stated as follows: “4. Whenever any 
person, institution or corporation shall exercise a power of appointment derived from 
any disposition of property made either before or after the passage of this Act, such 
appointment, when made, shall be deemed a taxable transfer under the provisions of 
this Act, in the same manner as though the property to which such appointment relates 
belonged absolutely to the donee of such power and had been bequeathed or devised 
by such donee by will.” Int. Rev. Srat. c. 120, § 375 (1961). As indicated at another 
point, the quoted statutory provision is considered inapplicable to a power exercised 
by the donee for his own benefit. See note 73 supra and accompanying text. 

% “This statute includes all powers, i.e. powers general and special and powers 
to be exercised by deed or by will.” Atr’y GeEn., Itt. Inq. Tax Manuat 28 (1961). 


100 223 N.Y. 433, 119 N.E. 879 (1918). 
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Surrogate’s Court which was based upon the value of the property at the 
date of the exercise of the power less the value of the donee’s life interest. 

Another question relating to the exercise of a power of appointment by 
deed is whether the inter vivos gift which is effected by the exercise shall 
be treated as if it were made at the decedent’s death so that the property 
appointed will be combined with testamentary gifts made by the donee of 
the power to the same beneficiary. In the only case found on this particular 
point, it was held that the property appointed by deed should not be com- 
bined with other property passing to the same beneficiary under the will 
of the donee.1°2 The result was to tax the property passing by the inter 
vivos appointment as a gift separate from the testamentary bequest made 
to the same beneficiary. There was no discussion as to whether the statutory 
exemption was allowed as to both gifts. On principle, this decision would 
seem to be in error. The inheritance tax is assessed only at death upon all 
transfers, inter vivos and testamentary, which comprise the taxable estate 
of the particular decedent. The tax accrues and is due and payable at the 
death of the decedent.!% The taxable estate and the beneficial interests 
thereunder are treated as a unit for the purpose of applying the exemption 
and rate schedule. There is no provision for separately assessing and col- 
lecting a tax upon transfers effected by the inter vivos exercise of a power 
of appointment. 


Lire INSURANCE AND ANNUITIES 


Life insurance proceeds payable to or for the benefit of the estate 
of the insured are subject to the inheritance tax to the extent that there 
is an increase in the net assets passing to the beneficiaries of the estate. 
But the proceeds of life insurance payable to third party beneficiaries are 
not subject to the inheritance tax even though the insured may have held 
all the incidents of ownership in the policy at the date of his death. 
This rule as to the exclusion of insurance payable to third party benefici- 
aries is of long standing. It is premised on the ground that in the absence of 


101 Upon exercise of the power by deed, deduction of the donee’s life interest 
as of the date of the exercise is required inasmuch as the donee’s estate is taxable under 
the power of appointment provisions only upon the interest to which the power 
relates, namely, the remainder interest. The donee’s life interest would have been 
fully taxed in the estate of the donor of the power. 

102 Weston v. South Carolina Tax Comm’n, 212 S.C. 530, 48 S.E.2d 504 (1948). 
This case is of particular interest in that the question arose as a consequence of the 
release of a general power as to a part of the property to which it related. The decedent 
held a general power of appointment over the residue of her husband’s estate. In 
default of appointment, the property was to pass to their daughter. By a release executed 
four years prior to her death, the decedent reliquished the power of appointment to 
the extent of $150,000. It was held that the partial release constituted an exercise by 
deed which was subject to the inheritance tax. 


108 Trt, Rev. Stat. c. 120, §§ 377-79 (1961). 
104 Atr’y Gen., Itt. Inn. Tax MANUAL 16 (1961). 
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a special statutory provision, the inheritance tax is inapplicable for the reason 
that the beneficiaries receive the proceeds of the insurance by right of 
contract rather than by testate or intestate succession.!°° This general rule 
also excludes from the taxable estate insurance payable to a designated 
trustee which may have been held under a revocable trust.1° 

There is language in the decision in People v. Schallerer,°" decided 
in 1957, which suggests that the foregoing rule as to insurance payable to 
third party beneficiaries might be subject to modification. In the Schallerer 
case, the court held that the unpaid balance of a refund annuity contract 
payable to a named beneficiary was subject to tax as a transfer intended to 
take effect in possession or enjoyment at death. In reaching this result, the 
court placed particular emphasis upon the incidents of ownership in the con- 
tract, namely, the decedent’s right during his lifetime to surrender the 
contract and withdraw the cash value, and his power to revoke or change 
the designation of beneficiaries. The same incidents of ownership would, 
of course, sustain an inheritance tax upon life insurance contracts payable 
to third party beneficiaries to the extent of the cash surrender value at the 
date of death.1% 

With respect to annuities provided under employee pension and retire- 
ment programs, the regulations provide that the decedent’s taxable estate 
shall include the value of his vested interest as of the date and death and the 
proportionate share of death benefits represented by the decedent’s contri- 
butions to the plan.1° The latter provision, to the extent that the decedent 
does not hold a vested interest, would exclude from the taxable estate that 
portion of the death benefits which are attributable to the employer’s contri- 
butions. In the absence of a specific statutory exclusion, there is some ques- 
tion as to whether any portion of the death benefits provided under a 
pension plan should be excluded from the decedent’s taxable estate. Benefits 
received by a deceased employee’s beneficiaries under an employee’s pension 
plan or other program are provided by consideration furnished by the 
employee during his lifetime. These benefits are in the nature of testa- 
mentary transfers and, as a precautionary measure, it has been necessary to 
amend the Probate Act to remove the designation of beneficiaries under 
these plans from the formal requirements imposed with respect to the 


105 Welch v. Commissioner of Corps. & Tax’n, 309 Mass. 293, 34 N.E.2d 611 (1941). 

106 The decedent’s control over insurance held under a revocable trust is no differ- 
ent than his control over life insurance contracts owned directly. If, under the terms 
of the trust, it were required that the proceeds be applied to the discharge of debts 
and taxes in the insured’s estate, the sum would be includible in the taxable estate. 

107 12 Tl. 2d 240, 145 N.E.2d 585 (1957). 

108 There has been no disposition as yet on the part of the Attorney General to 
extend the application of the inheritance tax in this manner. 

100 Arr’y Gen., Itt. Inq. Tax MANUAL 16 (vested interest), 21 (death benefits) 
(1961). 
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execution of wills.1!° The issue as to the taxability of death benefits is 
whether there is a transfer of property by the decedent which takes effect 
at death. In recent years, cases in other jurisdictions have generally held 
that these benefits fall within the scope of their respective death tax statutes 
on the ground that the contract between the employee and his employer 
is a property right, a chose in action, held by the decedent, which takes 
effect in possession and enjoyment of the beneficiary at his death.1™ 


EXEMPTIONS 


From its inception, the rates and exemptions under the Illinois inherit- 
ance tax have varied depending upon the degree of relationship of the 
beneficiary to the decedent. Those in closer degrees of relationship have 
enjoyed preferential treatment as compared with distant or nonrelatives. 
Thus, spouses, descendants, and ancestors have been accorded the maximum 
exemption and lowest rates,1!? 

It is of interest to observe that the exemption of $20,000 for first 
class beneficiaries—spouse, descendants, and ancestors—has not been altered 
during the continuous 67-year period that the inheritance tax has been a 
part of the Illinois revenue system.143 With respect to those who comprise 
the first class of beneficiaries and who have enjoyed the most liberal ex- 
emption, it is reasonable to assume that the exemption was initially provided 
in recognition of a minimum subsistence estate for close relatives of the 
decedent.!!* It seems appropriate, therefore, to question the adequacy of 
the exemption in this day of substantially higher price levels. 


110]r1, Rev. Srat. c. 3, § 601 (1961). These provisions were added in 1959. Ill. 
Laws 1959, at 1282. 

111 F.g.. Dolak v. Sullivan, 145 Conn. 497, 144 A.2d 312 (1958); Cruthers v. Neeld, 
14 N.J. 497, 103 A.2d 153 (1954); In the Matter of Estate of Endemann, 307 N.Y. 
100, 120 N.E.2d 514 (1954); Estate of Stone, 10 Wis. 2d 467, 103 N.W.2d 663 (1960). 
But in Estate of Sweet, 270 Wis. 256, 70 N.W.2d 645 (1955), it was concluded that an 
annuity provided by statute for the surviving widow of a federal civil service employee 
was ‘not taxable as a transfer to take effect at death. 

112 The current exemptions and rates are as follows: For first class beneficiaries 
the exemption is $20,000 except for brothers and sisters, whose exemption is $10,000, 
and the rates vary from 2% to 14%; for second class beneficiaries the exemption is $500, 
and the rates vary from 6% to 16%; for third class beneficiaries the exemption is 
$100, and the rates vary from 10% to 30%. Inu. Rev. Strat. c. 120, § 375 (1961). 

118 The $20,000 exemption for first class beneficiaries was included in the first 
inheritance tax statute. Ill. Laws 1895, at 301. The only change has been that relating 
to brothers and sisters, whose exemption was reduced in 1919 from $20,000 to the 
present figure of $10,000. Ill. Laws 1919, at 757. 

114 There is an indirect recognition of this point in the decision holding that the 
dower interest of the surviving spouse is subject to the Illinois inheritance tax. It was 
contended that since the dower interest arose out of the marital relation it was not an 
interest which passed by will or intestacy. Upon this premise, it was argued further 
that if the spouse were to accept the provision made for her in the will, she would take 
as purchaser and not as legatee or devisee. The court responded by pointing out that 
if this contention were sustained, “[I]t would seem that there would have been no 
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During the years from 1895 to 1957, the consumer price index in- 
creased by approximately 450 per cent.!4> If the exemption of $20,000 first 
adopted in 1895 were equated to the current price level, the legislature 
would be warranted in raising the exemption for first class beneficiaries to 
at least $80,000. In view of the apparent underlying purpose of the inherit- 
ance tax exemption, it is submitted that a reappraisal is in order. Certainly a 
strong case can be made for a substantial increase in the exemption available 
to a surviving spouse and minor children. 


INTEGRATION WITH THE FEDERAL EstaTE Tax 


The adoption of an estate tax to replace the inheritance tax would 
eliminate many troublesome problems of administration which plague an 
inheritance tax.14* This choice would be at the sacrifice of a death tax 
scaled according to the degree of relationship of the beneficiary to the 
decedent. An Illinois estate tax based upon the federal estate tax would 
minimize costs of administration and would automatically incorporate the 
federal exemption of $60,000 and the marital deduction as part of the Illinois 
death tax system. However, if an Illinois estate tax were currently imposed 
only to the extent of the credit presently allowed under the federal estate 
tax, there would be a substantial reduction in revenues derived from the 
death tax. Recently published statistics for the calendar year 1959 indicate 
that the credit allowed for state death taxes in returns filed for estates 
administered in Illinois totalled $8,709,000 as compared with approximately 
$22,980,000 collected during the same period under the present Illinois 
inheritance and pick-up taxes.!!7 

The most satisfactory solution with respect to state death taxation 
would be a liberalization of the credit allowed under the federal estate 


necessity of an exemption in the statute for the wife, for whether she accepts the 
provision made for her in the will or renounces it, or whether there is a will or not, 
her interests, according to appellants’ argument, are exempt, for the reason that if she 
accepts she takes by purchase and not by will, and if she renounces, or in case there 
is no will, she takes in her own right at common law, as widow, and not under the 
intestate laws of the State. The argument, therefore, proves too much, and amounts to 
a claim that the widow cannot be taxed at all.” Billings v. People, 189 Ill. 472, 480, 59 
NE. 798, 801 (1901). 

115 The Consumer Price Indexes prepared by the Bureau of Labor Statistics, with 
the period 1947-49 as a base, show an index for 1895 of 26.3 (food only) as compared 
with an index of 120.2 (all items) for 1957, an increase of 457%. The indexes for food 
only are 26.3 for 1895 and 115.4 for 1957, an increase of 439%. U.S. Dep’t or CoMMERCE, 
Bureau oF THE Census, HistToricaL STATISTICS OF THE UNITED STATES, COLONIAL TIMES 
To 1957, c. E, at 125-26 (1960). 

116 For example, the difficult problems relating to life interests, powers to consume, 
and powers of appointment would fall by the wayside. 

117U.S. Treas. Dep’t, Int. Rev. Serv., Statistics oF INcomME 1958—Fipuctary, GIFT, 
AND Estate Tax Returns 72 (1961). The figure stated for Illinois collections for the 
calendar year 1959 is an average of the collections for the fiscal years 1959 and 1960. 
See note 1 supra. 
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tax.8 The credit at present is merely nominal. For federal estate tax 
returns filed in Illinois during the year 1959, the credit for state death taxes 
amounted to 9.2 per cent of the total federal estate taxes paid in those 
estates. If the credit were increased to 50 per cent of the total federal estate 
tax, there would be a substantial increase in state death tax revenues under 
a state death tax geared to the federal credit. In 1959, on the basis of a 
50 per cent credit, collections in Illinois would have been $47,273,500 as 
compared to $22,980,000 actually collected under the Illinois death taxes.'!® 
Inasmuch as the states provide the machinery for probate administration and 
since local law governs the devolution of property at death, it is wholly 
appropriate that the states be granted a greater portion of death tax 
revenues.!2° It is encouraging to observe that specific proposals on this 
matter have recently been made by the Advisory Commission on Inter- 
governmental Relations.’* It is to be hoped that the future will bring 
effective implementation by congressional action. 


118For a thoughtful discussion of this proposal, see: Dane, A Larger Federal 
Estate Tax Credit, 36 Taxes 553 (1958). 

119 Total federal estate taxes prior to the allowance of a credit for state death 
taxes amounted to $94,547,000 in estate tax returns filed in Illinois during the calendar 
year 1959, U.S. Treas. Dep't, op. cit. supra note 117, at 72. 

120 For a discussion of the role of the federal government in the development of 
a more satisfactory transfer tax system in the United States through the use of a 
federal credit, see: Groves, Retention of Estate and Gift Taxes by the Federal Govern- 
ment, 38 Cauir. L. Rev. 28 (1950). 

121 ApvisoRY COMM’N ON INTERGOVERNMENTAL RELATIONS, COORDINATION OF STATE 
AND FEDERAL INHERITANCE, EstaTe, AND Girt Taxes (1961). To encourage uniformity, 
the recommendations of the commission would require the states to adopt estate tax 
statutes as a condition to the allowance of an additional federal credit. For a criticism 
of the report, see Dwan & Ruth, Reallocation of Death Taxes Between the Federal 
and State Governments, 45 Minn. L. Rev. 559 (1961). 
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Notes 


TAXATION OF BANKS IN ILLINOIS 


Banks located within the state of Illinois are special creatures of the law, 
differing from the familiar types of business associations. Private banks are 
forbidden.! In order to operate a bank in Illinois, one must organize either as 
a national bank, under the provisions of the federal statutes,? or as a state bank, 
in compliance with the Illinois Banking Act.? The Illinois Business Corporation 
Act is inapplicable to this latter type of institution. 

Similarly, the scheme of taxation of banks and their owners by the state 
differs markedly from that which governs other businesses. Broadly speaking, 
state banks are taxed on their real estate and tangible personal property; national 
banks are subject only to the real property tax. In addition, and most important, 
the shareholders of all banks are assessed under special provisions of the Illinois 
Revenue Act® on the value of their shares; but as a matter of practice, this 
tax is paid for them by the bank.® 

Responsibility for this arrangement must be laid at the door of the federal 
government. As noted below, state taxation of national banks is regulated by 
federal statute, which prohibits the state from discriminating against them. 
Primarily for political reasons, the states cannot favor national banks over their 
local financial institutions. Thus, the federal act indirectly but effectively 
determines the tax responsibility of all banks within the state. Therefore, it is 
necessary initially to ascertain and examine the nature and scope of the federal 
control involved. 


FEDERAL RESTRICTIONS ON STATE TAXATION OF NATIONAL BANKS—SECTION 5219 


National banks as we know them today first appeared on the economic 
scene in 1863, authorized in congressional response to the needs of the Civil 
War.? However, the initial legislation proved to be inadequate, and the following 
year substantial changes were made. The one with which we are concerned 
was the addition of a proviso to the effect that nothing in the act should be 
construed: (1) to prevent the shares of national banks from being taxed by 
the states as the personal property of the shareholders, but not at a greater rate 
than that assessed upon “other moneyed capital in the hands of individual 
citizens of such state,” nor at greater rate than that imposed upon state banks; 
nor, (2) to exempt national banks from an ad valorem state, county, or munici- 


1Iut. Rev. Strat. c. 16 %, § 146 (1961). 

2 National Bank Act, 12 U.S.C. §§ 21-213 (1958.). 

STi. Rev. Stat. c. 16 %, §§ 101-77 (1961). 

4Of course, by far the greatest tax burden on any bank is that of the federal 
income tax. For example, one large Chicago bank paid, in 1960, roughly $26 in federal 
income tax for every dollar of Illinois taxes, not including the real property tax. But 
a discussion of this subject is better left to writings of larger proportions. 

5Iiy. Rev. Stat. c. 120, §§ 557-58 (1961). 

® See People ex rel. Bestold v. Toluca State Bank, 327 Ill. 638, 159 N.E. 240 (1928); 
ILtinots Dep’t oF REVENUE, ILLINoIs Assessors’ Manuva (1955); Winning, The Revenue 
System of Illinois, Inu. Stat. ANN. c. 120, at 1 (Smith-Hurd 1954); Letter from First 
Nat'l Bank of Chicago to Stockholders of Record April 1, 1960, September 8, 1960. 

7™ National Bank Act, 12 Stat. 665 (1863). 

8 Act of June 3, 1864, c. 106, 13 Stat. 99, amending 12 Stat. 665 (1863). 
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pal real property tax.2 By amendment in 1868,!° the restriction that the rate 
should not be greater than that of local banks was deleted,’ but without 
effect.12 In this form, the statute was incorporated into the Revised Statutes of 
1874 as section 5219, and it has been referred to as such ever since.}% 

For fifty-five years, the bank share tax remained the only allowable means 
of state taxation of national banks; it was not until 1923 that the statute ap- 
proached its present form. By amendment in that year,!* Congress provided 
for two new methods as alternatives to such tax. States could now include the 
dividends from national bank shares in the taxable income of their owners, 
or tax the income of the bank itself, subject, of course, to rate limitations. 
In addition, the bank share tax provision that the rate should not be greater 
than is assessed upon other moneyed capital in the hands of individual citizens 
was amended to add “coming into competition with the business of national 
banks,” codifying a judicially devised restriction to that effect. A proviso was 
also included to the effect that bonds, notes, or other evidences of indebtedness 
in the hands of individual citizens not employed or engaged in the banking or 
investment business, and representing merely personal investments not made 
in competition with such business, were not to be deemed “moneyed capital” 
within the meaning of the statute. 

Section 5219 was last amended in 19261 by providing for a fourth method 
of taxation, permission being granted the states to impose a tax on national 
banks “according to or measured by” their net income.!@ 

As to the basis of the states’ right to tax national banks, the cases have 


® Act of June 3, 1864, c. 106, § 41, 13 Stat. 99, amending 12 Stat. 665 (1863). 

10 Act of Feb. 10, 1868, c. 7, 15 Stat. 34, amending 12 Stat. 665 (1863). 

11 The amendment also provided that the manner and place of taxing the shares 
of national banks located within each state was entirely within the discretion of the 
state itself, except that the shares owned by nonresidents must be taxed in the city or 
town in which the bank was located. 

12See note 23 infra and accompanying text. Apparently, this was done merely 
to avoid a construction that the term “other moneyed capital” was restricted to state 
bank shares. 

18 Currently the statute is found in 12 U.S.C. § 548 (1958). 

14 Act of March 4, 1923, c. 267, 42 Stat. 1499, amending 12 Stat. 665 (1863). 

15 Act of March 25, 1926, c. 88, 44 Stat. 223, amending 12 Stat. 665 (1863). 

16 The statute in its final form now reads as follows: 

“The legislature of each State may determine and direct, subject to the provisions 
of this section, the manner and place of taxing all the shares of national banking 
associations located within its limits. The several States may (1) tax said shares, or 
(2) include dividends derived therefrom in the taxable income of an owner or holder 
thereof, or (3) tax such associations on their net income, or (4) according to or 
measured by their net income, provided the following conditions are complied with: 

“1, (a) The imposition by any State of any one of the above four forms of 
taxation shall be in lieu of the others, except as hereinafter provided in subdivision 
(c) of this clause. 

“(b) In the case of a tax on said shares the tax imposed shall not be at a 
greater rate than is assessed upon other moneyed capital in the hands of individual 
citizens of such State coming into competition with the business of national banks: 
Provided, That bonds, notes, or other evidences of indebtedness in the hands of indi- 
vidual citizens not employed or engaged in the banking business and representing 
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uniformly held that they are without the power to do so in the absence of 
congressional action.17 As was said in First Nat’! Bank v. Anderson: 18 


“National banks are not merely private moneyed institutions but agencies 
of the United States, created under its laws to promote its fiscal policies; 
and hence the banks, their property and their shares cannot be taxed under 
state authority except as Congress consents and then only in conformity 
with the restrictions attached to its consent.” 19 


This doctrine had its origin in McCulloch v. Maryland,® and while the 
validity of the rule has been convincingly questioned,?! it is now too well 


merely personal investments not made in competition with such business, shall not be 
deemed moneyed capital within the meaning of this section. 

“(c) In case of a tax on or according to or measured by the net income of an 
association, the taxing State may, except in case of a tax on net income, include the 
entire net income received from all sources, but the rate shall not be higher than the 
rate assessed upon other financial corporations nor higher than the highest of the rates 
assessed by the taxing State upon mercantile, manufacturing, and business corporations 
doing business within its limits: Provided, however, That a State which imposes a tax 
on or according to or measured by the net income of, or a franchise or excise tax 
on, financial, mercantile, manufacturing, and business corporations organized under its 
own laws or laws of other States and also imposes a tax upon the income of individuals, 
may include in such individual income dividends from national banking associations 
located within the State on condition that it also includes dividends from domestic 
corporations and may likewise include dividends from national banking associations 
located without the State on condition that it also includes dividends from foreign 
corporations, but at no higher rate than is imposed on dividends from such other 
corporations. 

“(d) In case the dividends from the said shares are taxed, the tax shall not be 
at a greater rate than is assessed upon the net income from other moneyed capital. 

“2, The shares of any national banking association owned by non-residents of 
any State shall be taxed by the taxing district or by the State where the association is 
located and not elsewhere; and such association shall make return of such shares and 
pay the tax thereon as agent of such non-resident shareholders. 

“3, Nothing herein shall be construed to exempt the real property of associations 
from taxation in any State or in any subdivision thereof, to the same extent, according 
to its value, as other real property is taxed. 

“4, The provisions of section 5219 of the Revised Statutes of the United States 
as in force prior to March 25, 1926, shall not prevent the legalizing, ratifying, or con- 
firming by the States of any tax heretofore paid, levied, or assessed upon the shares of 
national banks, or the collecting thereof, to the extent that such tax be valid under 
such section.” 

17Towa-Des Moines Nat’! Bank v. Bennett, 284 U.S. 239, 52 Sup. Ct. 133 (1931); 
First Nat’] Bank v. Anderson, 269 U.S. 341, 46 Sup. Cr. 135 (1926); Des Moines Nat'l 
Bank v. Fairweather, 263 U.S. 103, 44 Sup. Ct. 23 (1923); First Nat’l Bank v. Adams, 
258 U.S. 362, 42 Sup. Cr. 323 (1922); Bank of California v. Richardson, 248 U.S. 476, 
39 Sup. Cr. 165 (1919); Owensboro Nat’! Bank v. Owensboro, 173 U.S. 664, 19 Sup. Ct. 
537 (1899); Mercantile Nat’l Bank v. Mayor of New York, 121 U.S. 138, 7 Sup. Ct. 
826 (1887); People v. Weaver, 100 U.S. 539 (1879). 


18 269 U.S. 341, 46 Sup. Cr. 135 (1926). 
19 Td, at 347, 46 Sup. Cr. at 138. 
2017 U.S. (4 Wheat.) 316 (1819). 


21Tt has been argued effectively that the language of McCulloch v. Maryland 
does permits a tax on the bank’s shares in the hands of the shareholders. See Schweppe, 








720 LAW FORUM [Vor. 1961 


settled, by virtue of judicial reiteration, to be successfully attacked. Section 5219 
prescribes the exclusive methods by which states may derive revenue from 
national banks located within their boundaries. For example, it is well established 
that states may not tax the tangible personal property of such banks,?2 and 
this rule has led to the only variance between the taxation of state and national 
banks in Illinois. 


The Bank Share Tax Under Section 5219 


As pointed out above, section 5219 presently provides several different ways 
in which states may exert their taxing power on national banks. However, 
shortly after Congress authorized the bank share tax alone, Illinois passed its 
act governing the taxation of banks, which today remains substantially un- 
changed. Therefore, only the problems which have developed under the 
portion of section 5219 relating to the bank share tax will be discussed here, 
so that the difficulties which have arisen under the present Illinois law may be 
brought into sharper focus. 

Two significant questions have presented themselves in the interpretation 
of the statute. First, what is the scope of the phrase “other moneyed capital 
in the hands of individual citizens”? What effect did the 1868 and 1923 amend- 
ments have upon its meaning? Second, what constitutes a “greater rote”? 

As to the first question, it has never really been doubted that the term 
“other moneyed capital” includes more than merely state and private banks. 
While no case arose with reference to this portion of the statute before its 
amendment in 1868, omitting a reference to state banks, several cases have said 
by way of dictum that such reference did not thereby limit that phrase, and 
that the omission itself indicated that a broader meaning was intended.2? The 
question is, how much broader is the term? The earlier cases did not attempt 
to formulate a test or to discover any general principle applicable in such deter- 
mination, merely making an ad hoc application of the statute in each case. 
Indeed, the feeling undoubtedly was that this was the proper approach. But 
as a result, it became established that the term included other moneyed capital 
“however invested, whether in State bank shares or otherwise.” 24 Realizing that 
such an interpretation was too comprehensive, the Supreme Court, in Mercantile 
Nat’! Bank v. Mayor of New York,® held that the phrase “other moneyed 
capital,” read in light of the purpose of the act, referred to capital in the hands 
of individual citizens that competes with the business of national banks, i.e., 
where the object of the enterprise is making a profit by the use of capital as 


State Taxation of National Bank Stocks: Uncertainty of its Constitutional Basis, 6 
Minn. L. Rev. 219 (1922); Traynor, National Bank Taxation in California, 17 Cau. 
L. Rev. 83 (1929). 

22 See, e.g., Rosenblatt v. Johnston, 104 U.S. 462 (1881) (also exempt in hands 
of receiver); Covington City Nat'l Bank v. City of Covington, 21 Fed. 484 (D. Ky. 
1884). 

23 Merchants Nat'l Bank v. Richmond, 256 U.S. 635, 41 Sup. Ct. 619 (1920); 
Boyer v. Boyer, 113 U.S. 689, 5 Sup. Ct. 706 (1885). 

24Boyer v. Boyer, supra note 23, at 702, 5 Sup. Ct. at 712. The principal cases 
foreshadowing this result were Evansville Nat'l Bank v. Britton, 105 U.S. 322 (1882), 
and People v. Weaver, 100 U.S. 539 (1879). 

25 121 U.S. 138, 7 Sup. Cr. 826 (1887). 
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money. The test thus became: Is the capital employed in the same kinds of 
transactions in which national banks engage? ?¢ 

The decisions of the Court have traced a rough outline delineating the 
boundaries of the statute under this test. As was noted in the Mercantile Nat'l 
Bank case, shares of stock in railroad companies, mining companies, and other 
such corporations represent an interest of their owner in the property of the 
company, expressed in money; but where the assets of the company are primarily 
tangible real and personal property and its business does not consist in any kind 
of dealing in money or its commercial substitutes, such shares are not competing 
moneyed capital. Other cases have held that mining,27 wharf,?®  gas,2® and 
telephone 3° companies (or the shares of stock thereof) may be taxed at a 
lesser rate than national banks without violating section 5219. The same is true 
as to trust companies 3! and savings banks.®? Similarly, building and loan associ- 
ations have been held not to compete,?? although this result was rightly 
questioned in a recent case.34 However, in spite of some confusion in the 
earlier cases,®> it seems fairly well established that insurance companies come 
into competition with national banks.3¢ 


26 An important part of the opinion is that which enumerates such transactions. 
The Court stated: 

“The business of banking as defined by law and custom consists in the issue of 
notes payable on demand, intended to circulate as money where the banks are banks 
of issue; in receiving deposits payable on demand; in discounting commercial paper; 
making loans of money on collateral security; buying and selling bills of exchange; 
negotiating loans, and dealing in negotiable securities issued by the government, state 
and national, and municipal and other corporations. These are the operations in which 
the capital which is invested in national banks is employed, and it is the nature of that 
employment which constitutes it in the eye of this statute ‘moneyed capital.’” 121 US. 
at 156, 7 Sup. Ct. at 835-36. 

It should be noted that the activities of national banks are regulated to a great 
extent by Congress, and are therefore subject to change at any time. See 12 U.S.C. 
§§ 21-213 (1958). 

27 Talbott v. Silver Bow County Comm’rs, 139 U.S. 438, 11 Sup. Ct. 594 (1890). 

28 First Nat'l Bank v. County of Chehalis, 166 U.S. 440, 17 Sup. Ct. 629 (1896). 

29 Ibid. 

80 Bank of Redemption v. Boston, 125 U.S. 60, 8 Sup. Ct. 772 (1888). 

31 [bid. 

82 The cases have reasoned that savings banks do not compete with the distinctly 
commercial operations of banks. Bank of Redemption v. Boston, supra note 30; Bank 
v. Board of Equalization, 123 U.S. 83, 8 Sup. Ct. 73 (1887) (dictum); Mercantile Nat'l 
Bank v. Mayor of New York, 121 U.S. 138, 7 Sup. Ct. 826 (1887). It is doubtful that 
this result would be reached today. Cf. Michigan Nat'l Bank v. Michigan, 365 U.S. 
467, 81 Sup. Ct. 659 (1961). 

33 Bank of Redemption v. Boston, supra note 30; Davenport Bank v. Davenport 
Bd. of Equalization, 123 U.S. 83, 8 Sup. Ct. 73 (1887) (dictum). 

34 Michigan Nat’! Bank v. Michigan, supra note 32. See particularly the dissenting 
opinion of Mr. Justice Whittaker. 

35 See Jenks v. Neff, 186 U.S. 230, 22 Sup. Ct. 905 (1902), repudiated in First 
Nat’l Bank v. Hartford, 273 U.S. 548, 47 Sup. Ct. 462 (1927); First Nat'l Bank v. 
County of Chehalis, 166 U.S. 440, 17 Sup. Ct. 629 (1896); Bank of Redemption v. 
Boston, supra note 30; Mercantile Nat’l Bank v. Mayor of New York, supra note 32; 
People v. Commissioners, 71 U.S. (4 Wall.) 244 (1866). 

36 New York ex rel. Amoskeag Sav. Bank v. Purdy, 231 U.S. 373, 34 Sup. Cr. 114 
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One of the most interesting lines of decisions relates to personal investments 
and evidences of indebtedness (other than shares of stock) held by individual 
citizens, such as bonds, notes, and the like. As noted above, the cases prior to 
Mercantile Nat’l Bank had held such property to be “moneyed capital” within 
the purview of section 5219. It was undoubtedly assumed that after adopting 
the “competing capital” test, the Court would be forced to overrule them. But 
in Merchants Nat'l Bank v. City of Richmond ** the Court held invalid a tax 
on national bank shares because a lower rate was imposed upon intangible 
personal property. This case led to the provisions in the 1923 amendment 
expressly excluding from the term “other moneyed capital” “bonds, notes or 
other evidences of indebtedness in the hands of individual citizens not engaged 
or employed in the banking business and representing merely personal invest- 
ments not made in competition with such business.” 88 But the Court refused 
to yield. In First Natl Bank v. Anderson,3® it held that the amendment amounted 
to no more than a legislative declaration of the existing law, primarily because 
of the use of the phrase “not made in competition with such business.” Subse- 
quent cases have reached a similar result,#° and it is therefore well established 
today that purely personal investments can come within this section. 

The second major question raised by the bank share tax provisions of 
section 5219 is, what is a “greater rate”? Two principles may be noted at the 
outset. First, there must be a substantial amount of favored competing capital 
before the statute is violated.41 For example, discrimination was not proved 
by showing that only two state banks, by virtue of a contract contained in their 
charter, could not be taxed at a greater rate than one per cent on their capital 
stock, which was less than the rate on national bank shares.42 Second, the 
burden of proof is on the national bank (or its shareholder) to establish the 
unlawful preference.42 While this may seem to be the natural allocation, proving 
the required discrimination is often difficult, and cases have been lost merely 
because of an insufficient record even though the scheme of taxation might have 
been, in fact, discriminatory.*4 

The most obvious violation of section 5219 occurs where, all other factors 
being constant, the rates themselves are different.45 But this situation is the 
exception rather than the rule, and the Court has repeatedly held that it will 


(1913); cf. Missouri ex rel. Burnes Nat'l Bank v. Duncan, 265 U.S. 17, 44 Sup. Ct. 427 
(1924); First Nat'l Bank v. Fellows, 244 U.S. 416, 37 Sup. Cr. 734 (1917). 

37256 US. 635, 41 Sup. Ct. 619 (1921). 

88 Act of March 4, 1923, c. 267, 42 Stat. 1499, amending 12 Stat. 665 (1863). 

39 269 U.S. 341, 46 Sup. Cr. 135 (1926). 

40 Minnesota v. First Nat’l Bank, 273 U.S. 561, 47 Sup. Ct. 467 (1927); First Nat'l 
Bank v. Hartford, supra note 35. 

41 Georgetown Nat'l Bank v. McFarland, 273 U.S. 568, 47 Sup. Ct. 467 (1927); 
First Nat’l Bank v. Anderson, 269 U.S. 341, 46 Sup. Cr. 135 (1926). 

42 Lionberger v. Rouse, 76 U.S. (9 Wall.) 468 (1869). 

43 First Nat’l Bank v. Louisiana Tax Comm’n, 289 U.S. 60, 53 Sup. Ct. 511 (1933); 
Commercial Nat’l Bank v. Chambers, 182 U.S. 556, 21 Sup. Ct. 863 (1901); First Nat'l 
Bank v. Chapman, 173 U.S. 205, 19 Sup. Ct. 407 (1899). 

44 See, e.g., First Nat’l Bank v. Louisiana Tax Comm'n, supra note 42; First Nat'l 
Bank v. Ayers, 160 U.S. 660, 16 Sup. Ct. 412 (1896); Davenport Nat'l Bank v. Davenport 
Bd. of Equalization, 123 U.S. 83, 8 Sup Ct. 73 (1887). 

45 See, e.g., Merchants Nat'l Bank v. Richmond, 256 U.S. 635, 41 Sup. Ct. 619 
(1920). 
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look to the entire scheme of taxation, not merely the rate, to determine if 
there is equality.46 Thus, numerous factors enter into each decision. Because 
of this fact, taxes may be upheld where the rates applied are not equal; and, 
conversely, equal rates alone do not establish the validity of the taxation. 

Where national bank shares and competing capital are assessed by entirely 
different methods, as where other capital is subject only to an income tax or 
other businesses bear an income or franchise tax, determining whether or not 
there is discrimination becomes quite difficult. In such situations, the Court will 
look to the net effect of the two taxes and decide whether, in practice, equality 
in the tax burdens will result.47 

Even if the methods of assessment and ‘the rates are the same, a violation 
occurs where competing capital is systematically undervalued, while bank shares 
are assessed on their full worth.*® 

One of the more common breaches of section 5219 is found where the 
state statute allows the deduction of the taxpayer’s debts from his taxable 
“credits,” 49 while not allowing them to be deducted from the value of his 
national bank shares.5® But a different result is reached where the value of 
tax-exempt federal securities is permitted to be deducted from the value of 
other competing capital, but not in the assessment of national bank shares. It 
has been repeatedly held that this does not violate section 5219,54 on the 
theory that, as the tax is simply on the shares, it makes no difference how the 
bank’s capital is invested. 


46 Michigan Nat’l Bank v. Michigan, 365 U.S. 467, 81 Sup. Ct. 659 (1961); Trades- 
men’s Nat'l Bank v. Oklahoma Tax Comm'n, 309 U.S. 560, 60 Sup. Ct. 688 (1940); 
Des Moines Nat'l Bank v. Fairweather, 263 U.S. 103, 44 Sup. Cr. 23 (1923); Covington 
v. First Nat’l Bank, 198 U.S. 100, 25 Sup. Cr. 562 (1905). 

47 New York ex rel. Amoskeag Sav. Bank v. Purdy, 231 U.S. 375, 34 Sup. Cr. 114 
(1913); Covington v. First Nat'l Bank, supra note 46; San Francisco Nat'l Bank v. 
Dodge, 197 U.S. 70, 25 Sup. Ct. 384 (1905). A good example of this type of case is 
People ex rel. Hanover Nat'l Bank v. Goldfogle, 234 N.Y. 345, 137 N.E. 611 (1922), 
cert. denied, 261 U.S. 620, 43 Sup. Ct. 432 (1923). The court held that “in no event 
would equality exist unless the income on competing capital were large beyond the 
dreams of avarice and the usual returns on investments.” 234 N.Y. at 355, 137 NE. 
at 614. The return on competing capital would have to have been 334% to produce 
such equality. 

48 Whitebeck v. Mercantile Nat’l Bank, 127 U.S. 193, 8 Sup. Ct. 1121 (1888); 
Pelton v. Commercial Nat'l Bank, 101 U.S. 143 (1880); Cummings v. Merchants Nat'l 
Bank, 101 U.S. 153 (1880) (dictum). 

49 The Illinois statute defines credits as “every claim or demand for money, labor, 
interest, or other valuable thing, due or to become due, not including money on 
deposit.” Int. Rev. Srat. c. 120, § 482(11) (1961). 

50 Whitebeck v. Mercantile Nat'l Bank, supra note 48; Boyer v. Boyer, 113 U.S. 
689, 5 Sup. Ct. 706 (1885); Evansville Nat’l Bank v. Britton, 105 U.S. 322 (1882); Hills 
v. Exchange Bank, 105 U.S. 319 (1882); People v. Weaver, 100 U.S. 539 (1879). 
But see New York ex rel. Amoskeag Sav. Bank v. Purdy, supra note 47; First Nat'l 
Bank v. Chapman, 173 U.S. 205, 19 Sup. Ct. 407 (1899). 

51 Des Moines Nat’l Bank v. Fairweather, supra note 46; Palmer v. McMahon, 133 
US. 660, 10 Sup. Ct. 456 (1896); New York ex rel. Duer v. Commissioner, 71 US. 
(4 Wall.) 244 (1866); Bradley v. Illinois, 71 U.S. (4 Wall.) 459 (1866); Van Allen v. 
The Assessors, 70 U.S. (3 Wall.) 573 (1865). Cf. Bank v. Chambers, 182 U.S. 556, 
21 Sup. Ct. 863 (1901) (real estate located outside state); New York ex. rel. Amoskeag 
Sav. Bank v. Purdy, supra note 47 (real estate within state). But see Montana Nat'l 
Bank v. Yellowstone County, 276 U.S. 499, 48 Sup. Cr. 331 (1928). 
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A recent case amply illustrates the present position of the Supreme Court 
on the question of equality of rates. In Michigan Nat’! Bank v. Michigan,5? 
the state statute levied a five-and-one-half mill-per-dollar tax on national bank 
shares, but only two-fifths mill-per-dollar was charged on the shares of savings and 
loan associations. Assuming that such associations compete with national banks, 
the Court held that an unlawful discrimination was not shown. A share of 
stock in a national bank actually controls a great deal more capital than is 
represented by the value of the share itself, while this is not true of a share in 
a savings and loan association; and when the relative tax burden of the two 
different shareholders is compared from the standpoint of the amount of capital 
each controls, there is no inequality. Thus, it is the total effect of the scheme 
of taxation, and not merely the rate, that determined whether national bank 
shares are taxed at a “greater rate” than competing moneyed capital. 

This, rather generally, illustrates the operation and effect of the bank share 
tax provision of section 5219.53 The construction has generally been pragmatic, 
the Court often reiterating the purpose of the act: 


“The purpose of the restriction is to render it impossible for any state, 
in taxing the shares, to create and foster an unequal and unfriendly compe- 
tition with national banks, by favoring shareholders in state banks or indi- 
viduals interested in private banking or engaged in operations and invest- 
ments normally common to the business of banking.” 54 


While many of the problems it presents have not arisen in Illinois, it is not 
inconceivable that they will do so in the future. And since Illinois has expressly 
included the rate restriction clause of the federal act in its bank taxation statute, 
the same questions can be raised with respect to the Illinois act as have developed 
under the federal legislation. Thus, in considering the local law, it is necessary 
that the provisions and effect of section 5219 be borne in mind. 


Bank TAaxaTION IN ILLINOIS 


Due primarily to the fact that it has been authorized for a longer period of 
time, the bank share tax is by far the most widely-used method of bank taxation 
by the states. As noted above, Illinois has always been among the majority. 
However, the birth of the present provisions of our revenue law was not 
without labor pains. 

In the days prior to national banks and section 5219, the Illinois banking 
law provided for a tax based on the value of the local bank’s shares; but because 
shareholders had often “neglected” to list their shares among their other personal 


52 365 U.S. 467, 81 Sup. Cr. 659 (1961). 

53 More detailed information will be found among the following authorities: 51 
Am. Jur. Taxation §§ 254-83 (1944); 59 A.L.R. 10 (1929); 81 A.L.R. 502 (1932); 87 
A.L.R. 846 (1933); 84 C.J.S. Taxation §§ 150-55 (1954); Rottschaefer, State Taxation 
of National Bank Shares, 7 Minn. L. Rev. 357 (1923); Traynor, National Bank Taxation 
in California, 17 Cauir. L. REv. 83, 232, 456 (1929); Note, State Taxation of National 
Bank Shares, 41 Harv. L. Rev. 82 (1927). 

54 First Nat’l Bank v. Anderson, 269 U.S. 341, 347-48, 46 Sup. Ct. 135, 138 (1926). 
See also Des Moines Nat’l Bank v. Fairweather, 263 U.S. 103, 44 Sup. Ct. 23 (1923); 
Jenks v. Neff, 186 U.S. 230, 22 Sup. Ct. 905 (1902); First Nat'l Bank v. Chapman, 
supra note 50; First Nat’l Bank v. County of Chehalis, 166 U.S. 440, 17 Sup. Cr. 629 
(1897); Mercantile Nat’] Bank v. Mayor of New York, 121 U.S. 138, 7 Sup. Ct. 826 
(1887); Adams v. Nashville, 95 U.S. 19 (1877). 
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property, the tax was levied directly against the bank.55 However, the advent 
of section 5219 in 1864 required a different rule as to national banks, and 
consequently the value of their shares was assessed directly against the share- 
holders. This set the stage for litigation. In People v. Bradley,5® shareholders 
in two national banks argued that the assessment against them was invalid, first, 
because the assets of the national banks were almost entirely composed of tax- 
exempt federal bonds, and second, because the assessment against state banks 
could not include the value of any such securities which they might own, and 
therefore there was a violation of section 5219. The Illinois Supreme Court 
disagreed, holding that the tax was not on the bonds but on the shares of 
stock, and that state banks, by accepting their charter, contracted that such 
securities should be included in their assessed property, and such contract 
could not be abrogated by the federal statute. However, the Supreme Court 
of the United States reversed on the authority of Van Allen v. The Assessors,57 
which held that the capital of a state bank could not include, for tax purposes, 
the value of tax-exempt federal securities, and since they are not deducted in 
computing a share tax there was an unlawful discrimination.® Still convinced 
of the correctness of its decision in the Bradley case, the Illinois court in 1867 
reluctantly affirmed the action of the local board of supervisors in releasing 
national bank shares from an assessment, stating that it was forced to abide 
by the high Court’s ruling.5® The Governor, faced with the danger that national 
banks would ride tax-free in 1867, called a special session of the General 
Assembly, which passed a new law governing bank taxation.© Its provisions 
have remained substantially unchanged to this day, with one exception. 

In its original form the statute failed to provide for the deduction of real 
estate owned by the bank in the computation of the value of the shares. Thus, 
the bank paid a tax on its real property, and the value of such property was 
again included in the determination of the tax liability of its shareholders. 
This was attacked in Danville Banking © Trust Co. v. Parks ® and Illinois 
Nat'l Bank v. Kinsella.®2 In both cases it was contended that, despite the fact 
that the statute was silent on this point, the real estate of the bank should have 
been deducted, and the failure to do so resulted in double taxation in violation 
of the uniformity provision of the Illinois constitution. The court rejected this 


55 General Laws of Illinois, 1851, Act of Feb. 15, 1851, § 10, as amended, Public 
Laws of Illinois, 1857, Act of Feb. 14, 1857, § 6. 

56 39 Ill. 130 (1866). 

5770 U.S. (3 Wall.) 573 (1865). 

58 Bradley v. Illinois, 71 U.S. (4 Wall.) 459 (1867). 

59 Additional evidence of Illinois’ unwillingness to accept its reversal in the Bradley 
case is found in People ex rel. Bull v. Miner, 46 Ill. 374 (1878), and People ex rel. 
Pomeroy v. Miner, 46 Ill. 377 (1878), where the court refused to grant a refund of 
taxes paid under protest in 1865 by a national bank shareholder. While the case was 
undoubtedly decided correctly under the law (see, e.g., People v. Orrington Co., 360 
Ill. 289, 195 N.E. 642 (1935) ), the court took this opportunity to criticize the 
Supreme Court’s Bradley decision for “overlooking” the fact that the banks and the 
state had contracted that the banks should be taxed in the mode in which they were. 
The tax was legally levied, said the court, because the parties so contracted. 

60 Public Laws of Illinois, 1867, Act of June 13, 1867. The application of this 
statute to the year 1867 was sustained in McVeagh v. Chicago, 49 Ill. 318 (1868), and 
McVeagh v. Neuhaus, 49 Ill. 330 (1868). 

61 gg Ill. 170 (1878) (private bank). 
62201 Ill. 31, 66 N.E. 338 (1903). 
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argument and sustained the tax, primarily on the ground that the property and 
the shares belonged to different owners.6? While it was not convincing to the 
court, the banks’ arguments found other sympathetic ears, for immediately after 
Kinsella the legislature amended the statute to provide for the deduction 
sought.® 

The statute is clear and complete.® It provides that the shareholders of 
state ® and national banks as of April first shall be assessed and taxed upon 
the value of their shares in the taxing district in which the bank is located. Two 
provisions act to prevent double taxation. As noted above, the value of the 
real estate owned by the bank in the county in which the bank is located is 
deducted in determining the value of the shares; and shares owned in a national 
bank in another state are expressly excluded. 

Procedures for assessment and collection of the tax are adequately provided. 
The bank is required to keep a full and correct list of the names and addresses 
of all its shareholders, and the number of shares held by each. This list is 
subject to inspection by the assessor, who then submits it to the county 
clerk together with the assessed value of the shares. The county clerk then 
enters this information on the tax lists. The collector, and the officers required 
to receive the collection from him, are given an action to collect the tax from 
the proceeds of the sale of the shares, and the tax is made a lien upon them 
until payment. Of course, if it is not paid, the collector may sell the shares, 
as is the case with other personal property. To further insure collection, the 
bank itself is required to withhold as much of any dividend as is necessary 
to meet their tax liability until the bank ascertains that the tax has been paid, 
and any officer who fails to discharge this duty becomes personally liable. 

Perhaps because of its clarity and specificity, few problems have arisen 
under the statute, and the last reported case in which it was directly involved 
was decided in 1937. Its validity was sustained against a broad frontal attack 
in McVeagh v. Chicago,®* in which it was challenged as unconstitutional under 
both the federal and Illinois constitutions and as violative of section 5219. The 
objection was that the act prescribes a mode of taxation different from that 
applied to personal property generally; bank shares are required to be included 
in the list of personal property, and no deductions are allowed from bank 
shares for the debts of the shareholder, whereas the revenue law ®8 permits 


63 In the Kinsella case, the court stated: 

“All the authorities, both State and national, concur in holding that the real estate 
of a national bank, and its shares, are separate and distinct kinds of property and belong 
to different owners, the real estate to the bank and the shares to the shareholders, 
and that each kind of property is subject to taxation and should be separately assessed 
and taxed to the respective owners thereof, unless exempted from taxation by the State 
constitution, under which it is assessed and taxed.” 201 Ill. at 46-47, 66 N.E. at 343. 

6 Act of May 15, 1903, Laws of Ill., 1903. 

6 Tt is presently found in ILx. Rev. Srat. c. 120, §§ 557-58 (1961). 

In Illinois today, the only organization which can carry on banking functions, 
other than a national bank, is a bank organized under the Illinois Banking Act. 
Private banks are abolished. ILL. Rev. Strat. c. 16%, § 146 (1961). There is a provision 
of the Revenue Act which provides for the taxation of “every bank (other than banks 
incorporated under the banking laws of this State or of the United States), banker, 
broker, or stockjobber,” Itt. Rev. Stat. c. 120, § 556 (1961), but as will be seen from 
the above, it can no longer have any application to any bank. 

87 49 [ll. 318 (1868), followed in McVeagh v. Neuhaus, 49 Ill. 330 (1868). 
68 Itt. Rev. Stat. c. 120, § 550 (1961). 
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them to be deducted from credits.® In rejecting this argument, the court pointed 
out that bank shares are not designed or required to be taxed like other prop- 
erty, but are listed on the personal property list merely for convenience. 


“In view of this legislation, it must be apparent, that a system of taxation 
for bank shares was designed, peculiar to itself, and independent of the 
general revenue system of the state.” 7 


The court went on to hold that, under the statute, the only deduction allowed 
was for the value of the real estate owned by the bank, and that the failure to 
allow the deduction of debts did not violate section 5219.7 

One of the most interesting series of cases involved the provision of the 
statute which requires assessment of the shares in the taxing district in which 
the bank is located, regardless of the residence of their owner. The Federal 
Circuit Court for the Northern District of Illinois granted an injunction pro- 
hibiting the collection of taxes assessed against shareholders who did not reside 
in the county in which the banks were located. It held that the situs of personal 
property is the domicile of the owner, and that this rule cannot be changed by 
statute without violating the uniformity provision of the Illinois constitution.7? 
Shortly thereafter, the Supreme Court of Illinois handed down its decision in 
First Nat'l Bank v. Smith, reaching an opposite result on similar facts, and 
holding the federal case to be erroneous. The court emphasized that state law 
controls on this question. It held that the legislature had changed the law in 
respect to the situs of bank shares, placing it at the bank, and ruled that there 
is no constitutional inhibition to such a change. However, after the Smith 
decision, the federal circuit court ordered re-argument in a similar case, and 
again granted the injunction, adhering to its views as expressed in the former 
opinion.74 One of the banks appealed, and the United State Supreme Court 
reversed,?> ruling that, for purposes of taxation, the law may separate personal 
property from its owner and give it a situs of its own. Every nonresident of 
the state, by becoming a shareholder in an Illinois bank, thereby submits to 


69 “Credits” are defined as “every claim or demand for money, labor, interest, or 
other valuable thing, due or to become due, not including money on deposit.” ILL. Rev. 
SraT. c. 120, § 482(11) (1961). 

70 49 Tl. 318, 329 (1868). 


™1“No deduction being allowed under this system, except for investments in real 
estate, the objection that the shares are valued at a greater rate than other moneyed 
capital of the State, falls to the ground. Value of property is one thing, and the 
rate at which it shall be taxed is entirely different. Rate is the proper proportion or 
percentage which property shall bear, no matter what its value. It does not vary as 
values vary, but is always the same. One per cent. or three per cent. on an ascertained 
valuation, applies to all property equally, however much the values may differ. The 
meaning of the act evidently is, that the rate or percentage of taxation on bank 
shares, shall be no greater than the rate imposed on other property. No violation of 
the act is shown in this regard.” 49 Ill. at 329. 

Query: Is this a correct analysis under the present construction of § 5219? 


7 Union Nat'l Bank v. City of Chicago, 24 Fed. Cas. 615 (C.C.N.D. Ill. 1871). 

73 65 Ill. 44 (1872). 

74 Apparently, this decision is unreported. 

™% Tappan v. Merchant’s Nat'l Bank, 86 U.S. (19 Wall.) 490 (1873). Note that 
this case involved taxes for the year 1867, before the amendment to § 5219 in 1868 
requiring the shares of nonresidents to be assessed in the city or town where the bank 
was located. 
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the jurisdiction of the state for purposes of taxation; the share represents capital 
at the bank. The Court found nothing in the Illinois constitution preventing 
this result, and noted the Smith case with approval. Finally, that same year, 
Illinois disposed of a similar case without discussion, merely citing Smith; five 
years later, it did the same;77 and no case since has considered this provision 
of the statute.78 

Only one other question concerning the statute has reached the appellate 
courts. It has frequently been contended that the bank itself may be sued for 
the amount of the taxes levied against the shares. The argument is that since 
the bank is required to withhold sufficient funds from its dividends to meet 
its shareholders’ obligation for the tax, it is acting as agent for them,”® and is 
thereby made primarily liable. But a careful reading of the statute reveals that 
this is not so, and the court has repeatedly so held. In People v. Amalgamated 
Trust © Sav. Bank® and People v. Oak Park Trust © Sav. Bank® it is 
pointed out that the act requires assessment of and collection from the share- 
holder, not the bank. The legislature has recognized that the shares are the 
property of the shareholders; the provisions relating to the retaining of dividends 
provide no more than a method of collecting the tax, and do not authorize 
suit against the bank. Thus, in the absence of an allegation that a dividend has 
been unlawfully paid, no cause of action is stated. Chicago Title & Trust Co. v. 
Central Trust Co.8? is to the same effect. 

In two cases,®? the shares were assessed directly against the bank itself. A 
fortiori, if a tax assessed against the shareholders cannot be collected from the 
bank, an assessment against the bank is void. Both cases reached this result. 
And in People ex. rel. Bestold v. Toluca State Bank,84 not only was the tax 
extended against the bank, but when the bank did not pay, the state obtained a 
judgment for the sale of its real property. The court promptly reversed, 
pointing out that, in addition to the fact that there was noncompliance with 
the statute authorizing the sale of real estate for personal property taxes, the 
assessment itself was unlawful. 

Thus far, the discussion has been limited exclusively to the bank share tax, 
not only because of its uniqueness, but also because it is the most significant 
tax borne by Illinois banks. However, to complete the picture, it must be noted 


76 Baker v. First Nat’l Bank, 67 Ill. 297 (1873). 

™ Danville Banking & Trust Co. v. Parks, 88 Ill. 170 (1878) (Smith case applies 
to private banks). 

78 Qne possible exception is People ex rel. Palmer v. National Life Ins. Co., 367 
Ill. 35, 10 N.E.2d 398 (1937); but that case involved the question whether what is now 
§ 553 of the Revenue Act made life insurance companies holding bank stock an exception 
to the rule of the bank share statute. The validity of this provision, as such, was not 
doubted. 

7 Clearly the bank can act as agent for its shareholders for many purposes. For 
example, it was held to be so for purposes of receiving notice of a contested assessment 
on the bank’s shares in Nickerson v. Kimball, 2 Ill. Cir. Ct. 123 (1877). 

80 350 Ill. 549, 183 N.E. 601 (1932). 

81351 Ill. 334, 184 N.E. 643 (1933). 

82 312 Ill. 396, 144 N.E. 165 (1924). 

83 People v. First Nat’l Bank, 351 Ill. 435, 184 N.E. 645 (1933); Collins v. Chicago, 
6 Fed. Cas. 118 (C.C.N.D. Ill. 1867). 

84 327 Ill. 638, 159 N.E. 240 (1928). 








WINTER |] NOTES 729 


that these institutions are subject to two*® other state %* taxes of general 
application. First, the real estate of both state and national banks comes within 
the state real property tax; but it will be recalled that the value of the real 
estate located in the county in which the bank is situated is deducted in com- 
puting the share tax. Second, the tangible personal property owned by state 
banks is assessed against them under the general personal property tax. But 
this is the one place where state and national banks part company. Due to the 
fact that states cannot tax national banks except as allowed by section 5219, 
which makes no provision for the assessment of their tangible personal property, 
national banks in Illinois escape this tax altogether. 


CoNCLUSION 


It will be recalled that only one case involving the Illinois bank share tax 
has ever reached the United States Supreme Court, and it involved the 
right of the state to place the situs of bank shares at the bank.8? The Court 
has yet to answer the important question: How does the Illinois statute 
stand with respect to the bank share tax provisions of section 5219? It is clear 
that there can be no problem as to the rate itself, for national bank shares 
are listed as personal property and are therefore taxed at the same rate as 
all other such property, including competing moneyed capital. Thus, the 
single question remaining is whether the method used in computing the value 
of such shares is so different from that used in computing the value of other 
capital as to result in unlawful discrimination. In this respect, there are at 
least two possible arguments as to the invalidity of the Illinois statute. 

First, as noted above, the debts of a taxpayer may be deducted from 
his taxable credits, but not from the value of his national bank shares, and a 
number of early cases held that this results in a violation of section 5219.88 
But perhaps the Michigan Nat’l Bank case represents a new approach in this 
area, and if so it may be extremely difficult to avoid the Illinois statute on this 
ground. Before a taxpayer can argue that he should have been allowed to 
deduct his debts from his bank shares, he must show that he did not have 
sufficient other credits to offset them.8® Since under this case the important 
fact is not the value of the bank shares but the amount of capital that they 
control, a shareholder may not be able to prove discrimination even if his 
debts exceed his credits, for if the control test is used the rate of taxation 
falls considerably. 

On the other hand, a more substantial argument with respect to the 
invalidity of the Illinois taxation of national banks results from the administrative 
discrimination which prevails in the assessment of intangible personal property. 
Studies have shown that bank deposits, notes, stocks, bonds, and other self- 
assessed intangibles almost completely escape taxation.% This creates a probable 


85 Miscellaneous insignificant organizational, form-filing, and examination fees are 
not included here, nor are the state motor fuel, motor vehicle, sales, and use taxes. 

86 There are no county or municipal taxes on banks in Illinois. See 1923-24 Ops. 
Atr’y GEN. 166 (1923). 

87 Tappan v. Merchant’s Nat’] Bank, 86 U.S. (19 Wall.) 490 (1873). 

88 See cases cited note 50 supra. 

89 See, e.g., First Natl Bank v. Chapman, 173 U.S. 205, 19 Sup. Ct. 407 (1899); 
Charleston Nat’! Bank v. Melton, 171 Fed. 743 (4th Cir. 1909). 

90 REVENUE LAws CoMM’N OF THE STATE OF ILLINOIS, REPoRT 34-35 (1949). 
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violation of the federal statute in at least two situations. First, it will be 
recalled that the Court has held that merely personal investments can come 
into competition with national banks, and thus, if such investments are taxed 
at a lesser rate, a violation of section 5219 results.®1 Where, as here, these 
intangibles are not even assessed, unlawful discrimination would seem to be 
clearly present. 

A similar result flows from the tax status of a foreign corporation which 
competes with national banks located in Illinois. For example, assume that a 
finance company is organized as a corporation under the laws of another state, 
but that all of its assets are located and all of its business is being conducted 
within the state of Illinois. Such corporation is specifically exempt from 
the Illinois capital stock tax,®? and its shareholders are not assessed on the 
value of their shares.9? The intangible assets of this company are required to 
be listed and assessed in the same manner as its tangible personal property,®4 
as is done in the case of individual taxpayers.®> Consequently, the result is the 
same—such intangibles are not listed, assessed, or taxed at all. Given the fact 
that the company competes with national banks, this would seem to be an 
equally clear violation of section 5219.% 

Undoubtedly, the Court would use the fact of administrative discrimination, 
if proved, in passing upon the validity of the Illinois tax.97 And if this practice 
is considered, there appears to be no conclusion but that the Illinois scheme 
of taxation results in a violation of section 5219. Even though individuals and 
competing foreign corporations are taxed on their tangible personal property, 
while national banks are not, it would be difficult indeed to show equality of 
treatment since the substantial intangible assets of the former entirely escape 
Illinois taxation.®8 


®1 See notes 37-40 supra and accompanying text. 

82 Try. Rev. Stat. c. 120, § 502(4) (1961), Hart v. Toman, 373 Ill. 462, 26 N.E.2d 501 
(1940). Accord, Department of Revenue v. Warren Petroleum Corp., 2 Ill. 2d 483, 119 
N.E.2d 215 (1954). 

Trt. Rev. Srat. c. 120, § 502(4) (1961). 

Id. § 538. 

% Id. § 534. 

6In fact, in some counties the capital stock tax is not even assessed against 
domestic corporations which are required by the statute to pay it. ReveENuE Laws 
CoMM’N OF THE STATE OF ILLINOIS, Report 15 (1949). Where there are corporations 
which compete with national banks, this must also be a violation of the statute. 

%7 This is indicated by the cases holding that where competing capital is system- 
atically undervalued, while bank shares are assessed on their full worth, there is a 
violation of § 5219. The consistent administrative practice was the basis for the decisions. 
See cases cited note 48 supra. 

98 Of course, it must be borne in mind that this invalidity could be cured merely 
by a change in the administrative practice in the direction of strict compliance with 
the statute. 

A third possible argument concerning the invalidity of the statute may be briefly 
considered and rejected. Section 72 of the Revenue Act (Itz. Rev. Strat. c. 120, § 553 
(1961) ) provides that in computing the taxable personal property of a life insurance 
company, all of its real and personal property otherwise taxed, and all of its liabilities, 
including the value of all outstanding contracts (but mot its capital and surplus), are to 
be deducted. Assuming that the Court will hold that life insurance companies compete 
with national banks, it could be contended that this method of valuing the assets of such 
companies will result in the inclusion of a lower percentage of their total property in the 
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Aside from the question of its validity, is the Illinois statute really satis- 
factory? This is indeed a difficult question to answer, for it is largely a 
matter of personal judgment. Apparently the only significant study made 
in this area was that of the Revenue Laws Commission appointed by the legis- 
lature in 1947.99 This group found the bank share tax to be unsatisfactory, 
primarily because it is not applied uniformly throughout the state. For 
instance, the treatment of reserves varies from inclusion at book value to com- 
plete omission. In some areas, large sums are deducted from capital funds 
for “depreciated assets.” And the treatment of the real estate deduction varies, 
some areas allowing a deduction based on the assessed value of the land, while 
others take book value even where, as in a few cases, it has been written 
down to one dollar or some other nominal figure. It would seem, however, 
that these are not defects which inhere in the act itself; they are merely the 
result of poor administration. Thus, these facts would carry little weight as an 
argument for legislative revision. 

However, the Commission objected to two features of the present bank 
share tax itself. First, it pointed out that state banks are discriminated against 
in that they are subject to a tax on their tangible personal property which 
national banks escape. And second, it objected that the banks’ income is not 
taken into consideration, as it is in the case of corporations subject to the 
capital stock tax. The results of a questionnaire sent by the Illinois Bankers 
Association were tabulated, showing that banks throughout the state paid a 
share tax which ranged from zero to forty-seven per cent of their net income, 
the average being nine and four-tenths per cent. The report concluded: 


“Since the capital stock tax does not amount on the average to more 
than one per cent of the net income of corporations subject to the tax, and 
since the intangibles of individuals largely escape assessment, it can be 
stated rather conclusively that the burden of the bank share tax is sub- 
stantially greater than that on other intangibles. The discrimination against 
banks would be even greater if the shares were assessed in strict conformity 
with the law.” 101 


Immediately after this report was published, bills were introduced in the 
House and Senate to abolish the share tax and replace it with a privilege tax 
measured by net income.!°2 These bills were referred to committee, tabled, 
and have not been reintroduced. In fact, with respect to bank taxation, no 
statutory changes of any kind have resulted from the work of the Commission. 
Assuming that the situations it described still exist today, it is clear that some 
type of reform is necessary. Of course, there are a large number of possible 
changes, varying with the interest of the groups involved; and it is entirely 


computation of their tax. But if ordinary accounting procedures are used, it is difficult 
to see how this would occur. The value of a bank share is made up of nothing more 
than its share of the capital and surplus accounts; and since the bank’s real property 
is deductible and its tangible personal property is not taxed, the effect under the two 
statutes is substantially the same. This is all that is required. 

% Tll. Laws 1947, at 80. 

100 REVENUE Laws CoMM’N OF THE STATE OF ILLINOIS, REPorT (1949). 

101 Jd, at 228. 

102 S, 335, 66th Gen. Assembly (1949); H.R. 666, 66th Gen. Assembly (1949). 
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conceivable that an adequate system can be developed within the framework 
of the present bank share tax. But surely no one would contend that discrimi- 
nation, either as between the banks themselves or between banks and other 
corporations, is necessary or healthy to the economic community. 


Epwarp J. Kionxa 








Recent Decisions 


INCOME TAX—Alimony Payments Deductible From the Husband’s Gross 
Income Where No Part Thereof Is Specifically Designated as Allocable to 
Child Support. (United States) 


The Commissioner claimed personal income tax deficiencies from the 
taxpayer, asserting that one-half of the amount paid to his former wife was 
not alimony but a nondeductible payment for the support of their three children. 
The property settlement agreement provided that upon the death, marriage, or 
emancipation of a child, the alimony payment would be reduced by one-sixth. 
The Tax Court held that the amount provided for the support of the children 
could be sufficiently identified, in accordance with the Internal Revenue Code,! 
to deny the husband the benefit of deducting the identified amount from his 
taxable income.2, The court of appeals reversed,2 and the Supreme Court 
granted certiorari to resolve a conflict between the circuits.4 On certiorari, 
held: Affirmed. The husband may shift the entire tax burden on alimony pay- 
ments to his wife unless the divorce decree specifically designates amounts 
which are allocable to the support of children. Commissioner v. Lester, 366 
USS. 299, 81 Sup. Cr. 1343 (1961). 

The controversy over the ability of the husband to shift the tax burden 
for the entire amount of periodic payments to his divorced wife has centered 
about the interpretation of two sections of the Internal Revenue Code.5 Speci- 
fically, the questions relate to the interpretation of one phrase of section 22(k) 
of the 1939 Code, carried forward in the Internal Revenue Code of 1954, which 
sets out the conditions under which the wife will be relieved of a portion 
of the tax burden arising from alimony payments. The Code does not require 
the wife to remit a tax on that portion of the alimony payment “which the 
terms of the . . . [divorce settlement or decree] fix . . . as a sum which is 
payable for the support of minor children of such husband.” ® Quite naturally, 
the Commissioner has pressed for an interpretation of this phrase that would 
yield the most in tax revenue. Since in most cases the husband is taxed at a 


1Int. Rev. Code of 1939, §§ 22(k), 23(u), 56 Stat. 816, 817 (now Int. Rev. Cope 
oF 1954, §§ 71(b), (d) ). 

2 Jerry Lester, 32 T.C. 1156 (1959). 

3 Lester v. Commissioner, 279 F.2d 354 (2d Cir. 1960). 

*Lester v. Commissioner, 364 U.S. 890, 81 Sup. Ct. 220 (1960). 


5Int. Rev. Cope or 1954, § 71(b), carries forward the provisions of § 22(k), 
which reads in part: 

“(Pleriodic payments . . . received [by the wife] subsequent to [a divorce 
decree] . . . in discharge of . . . a legal obligation which, because of the marital 
or family relationship, is imposed upon or incurred by such husband under... a 
written instrument incident to such divorce . .. shall be includible in the gross 
income of such wife. . . . This subsection shall not apply to that part of any such 
periodic payment which the terms of the . . . written instrument fix, in terms of 
. .. a portion of the payment, as a sum which is payable for the support of minor 
children of such husband.” 

Int. Rev. Cope or 1954, § 71(d), carries forward the provisions of § 23(u), 
which states in pertinent part that there shall be allowed as a deduction, “in the case 
of a husband described in section 22(k), amounts includible under section 22(k) 
in the gross income of his wife, payment of which is made within the husband’s 
taxable year.” 


6Int. Rev. Cope oF 1954, § 71(b). 
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higher rate, the Commissioner has contended that section 71(b) should be 
broadly construed so that the “fixed” portion of the payment, which otherwise 
would be taxable as income to the wife, would be taxed to the husband. 

Such an intepretation was accepted in the First, Seventh, and Ninth 
Circuits.7 These courts have followed a policy of reading the agreement as a 
whole to determine if some part of the periodic payments has been earmarked 
for the support of the children with sufficient certainty and specificity to satisfy 
the statute. What is sufficient, of course, is entirely dependent upon how 
broadly the court is willing to define the word “fix.” These circuits have, 
however, pointed up some practical reasons for their approach. They recognize 
that it is highly improbable that a parent can separate the day to day expenses 
for the maintenance of a child from her own, and virtually impossible to 
segregate the amounts so that she has no independent beneficial interest in 
them.® Therefore, if Congress intended to provide the wife with an opportunity 
to avoid the tax burden on that part of the periodic payment that has been 
provided as support for the children, a broad definition of the statutory terms 
is necessary to give this intent some practical application. 

Varying policy interpretations in the circuits led to dissimilarity in defi- 
nitions of basic terms. The Second and the Sixth Circuits!® were unwilling 
to follow the broad definitions of the First, Seventh, and Ninth. Even the 
Commissioner was forced to recognize the divergences of the circuits, and in 
1959 issued a Revenue Ruling11 which stated that the Service would follow 
the Second Circuit’s holding in Weil v. Commissioner}? in cases involving 
similar facts and circumstances, while it would continue to follow the opposite 
construction in other cases. The circuits that insisted upon a restrictive defi- 
nition of the term “fixed” construed the statute as requiring the divorce decree 
to set out specifically any sums payable solely for the support of the children. 
Further, the wife may not have any independent beneficial interest in such 
funds.18 These courts would insist that the decree require the wife to allocate 
the sums in question for the support of the children.14 

The Supreme Court decision in Lester resolves this policy question by 
adopting the strict definition of the word “fix” favored by the Second and 
Sixth Circuits. The opinion clearly states the reasoning that requires such a 
narrow definition of terms by turning to an analysis of the legislative background 
of the sections in question.15 Congress appeared to have had three objectives in 
mind when it adopted this legislation. They were: 1) to remove the uncer- 
tainties as to the tax consequences of alimony payments to a divorced spouse;}® 


7 Metcalf v. Commissioner, 271 F.2d 288 (1st Cir. 1959); Eisinger v. Commissioner, 
250 F.2d 303 (9th Cir. 1957); Josylyn v. Commissioner, 230 F.2d 871 (7th Cir. 1956); 
Mandel v. Commissioner, 185 F.2d 50 (7th Cir. 1950). 

8 Eisinger v. Commissioner, supra note 7, at 308. 

® Metcalf v. Commissioner, supra note 7, at 291-92. 

10 Ashe v. Commissioner, 288 F.2d 345 (6th Cir. 1961); Hirshon’s Estate v. Com- 
missioner, 250 F.2d 497 (2d Cir. 1958); Deitsch v. Commissioner, 249 F.2d 534 (6th 
Cir. 1957); Weil v. Commissioner, 240 F.2d 584 (2d Cir. 1957). 

11 Rev. Rul. 59-93, 1951—1 Cum. BuLL. 22, 23. 

12240 F.2d 584 (2d Cir. 1957). 

18 Jd. at 587. 

14 Ashe v. Commissioner, supra note 10, at 347. 

15 Commissioner v. Lester, 366 U.S. 299, 301-304, 81 Sup. Ct. 1343, 1345-47 (1961). 
16S, Rep. No. 673, Pt. 1, 77th Cong., 1st Sess. 32 (1941). 
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2) to produce a uniform treatment of the payments regardless of the variance 
in the laws of the various states;17 and, 3) to make it practically possible for 
the husband to pay taxes after fulfilling the financial burden of the alimony 
payments.!8 The legislative drafts attempting to achieve these objectives all 
required that before the sums for the support of the children could be excluded 
by the wife from her tax return they must be “specifically designated.” 1% 
Though the term “fix” was ultimately used, the Senate Committee on Finance 
continued to reflect an intention to have the wife shoulder the entire alimony 
tax burden unless an amount was specified for the support of the children.?° 
Whether this was the intent of Congress, and whether that same intent exists 
today, will now be determined by the reaction of the Congress to the loss 
of revenue that will follow the Court’s decision+in Lester. 

In assigning the burden for the tax on the entire amount of the 
periodic payment to the wife, unless the divorce decree expressly provides 
amounts of the periodic payment for the specific support of the children, the 
Court reinforced an established policy announced in Helvering v. Horst.?1 
The teaching of Horst is that when income passes through many hands the 
determination of who “realized” the income for the purposes of assigning the 
tax burden depends upon who had the power to dispose of the income.?? 
According to Horst, the power to dispose of income may be equated to owner- 
ship. Applying this guide to alimony payments, it is clear that the wife has 
the power to dispose of the entire payment unless the divorce decree speci- 
fically requires her to apply designated sums in the support of the children. 
As the Court points out,?? the application of the Horst doctrine to the alimony 
situations has the desirable effect of giving the Code as great an internal symme- 
try and consistency as words permit.?4 

The approach of the Court in resolving the conflict between the courts 
of appeals would seem to be preferable to the alternative direction contended 
for by the Commissioner. Apart from the presumed intention of Congress, 
the definition of terms, and the recognition of economic hardships endured 
by one party or the other, the Court has announced a policy that is consistent 
with other interpretations of the Code. Further, the Court’s holding can be 
easily applied by the parties to a divorce in determining the distribution of the 
tax burden. The Court has posted an unmistakable roadmark on Mr. Justice 
Douglas’ “square corner” in the tax road.?5 

That the Tax Court now recognizes this roadmark is exemplified by two 


17H.R. Rep. No. 2333, 77th Cong., 2d Sess. 72 (1942). 

18 H.R. Rep. No. 2333, 77th Cong., 2d Sess. 46 (1942). 

19S, Rep. No. 1631, 77th Cong., 2d Sess. 86 (1942). 

20 Hearings Before Senate Committee on Finance on H.R. 7378, 77th Cong., 2d 
Sess. 48 (1942). 

21 311 US. 112, 61 Sup. Ct. 144 (1940). 

22 Td. at 118. 

28 Commissioner v. Lester, 366 U.S. 299, 304, 81 Sup. Cr. 1343, 1346 (1961). 

24 United States v. Olympic Radio & Television, 349 U.S. 232, 236, 75 Sup. Ct. 
733, 736 (1955). 

25 Commissioner v. Lester, supra note 23, at 306, 81 Sup. Ct. at 1348, where 
Mr. Justice Douglas states that: “[T]he Government in moving against the citizens 
should also turn square corners.” 
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recent decisions. R. E. Dolan?® followed Lester when faced with a settlement 
calling for reductions of the periodic payments as a result of a change of 
status of the minor child. The Tax Court again followed Lester when inter- 
preting a similar settlement agreement in L. S. Bettison,2* where the court 
pointed out that: 


“No specific statement of amount payable for the support of petitioner’s 
child appears in the agreement in this case. Although the agreement lends 
itself to the inference that the amounts paid after remarriage were for 
the support of the child, Justice Douglas’ concurring opinion in Lester 
points out that such an inference is not enough.” 78 


In view of the recognized holding of Lester, it is clear that only the 
designation of a specific sum for child support in the divorce settlement will 
cause the husband to shoulder a part or the whole of the tax burden of 
periodic payments to the wife. That the decision in Lester will be more prac- 
tical in terms of permitting the husband to meet his liabilities when the economic 
situation becomes complicated and strained,?® or when subsequent remarriages 
present the possibility of multiple alimony payments, cannot be disputed. The 
fact that the wife will shoulder the burden for the taxes on alimony payments 
continues to be a significant consideration in the negotiation of any divorce 
settlement. Now that the Supreme Court has clearly defined the effect that 
will be given to these pertinent sections of the Internal Revenue Code,®° the 
drafting problem involved in the settlement should be simplified and the liti- 
gation involving this point materially reduced. 


Ricuarp E. O’Leary 


INCOME TAX—Taxpayer Who Sells Old Residence and Constructs New 
One Entitled to Nonrecognition of Gain Only for Costs Attributable to Con- 
struction Completed Within Statutory Period. (Federal) 


Taxpayer sued to recover income taxes on the theory that she could, in 
computing capital gain from the sale of a prior residence, deduct from the 
sales price the entire cost of building a new residence,1 even though only a 
portion of the construction was completed within eighteen months after the 


26R, E. Dolan, P-H 1961 Tax Cr. Rep. « Mem. Dec. (30 P-H Tax Ct. Mem.) 
461,165, states in part: 

“In the instant case, neither the property settlement agreement nor the final 
judgment of divorce specifically fixed or designated a portion of the periodic payments 
as support for the child. True, there is cogent evidence from which it could be deter- 
mined that $100 of the weekly payment was intended as support for the child; but 
Lester holds that this is not enough. Absent a specific designation of an amount or 
portion of a payment as being for child support, the total amount is taxable to the 
wife and deductible by the husband.” 

27 Lindley S. Bettison, P-H 1961 Tax Cr. Rep. « Mem. Dec. (30 P-H Tax Ct. 
Mem) 461,168. 

28 Jd. at 948-61. 

29 H.R. Rep. No. 2333, 77th Cong., 2d Sess. 46 (1942). 

30 Int. Rev. Cope or 1954, §§ 71(b), (d). 

1The sales price was $324,567, the total cost $280,841.77. 
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sale of the old residence. Taxpayer had intentionally contracted for the com- 
pletion of the new residence within the statutory period in order to obtain 
nonrecognition of gain and it was due only to the failure of a subcontractor 
to obtain and install the required interior woodwork that the building was not 
completed on time. The district court held that although the taxpayer had 
incurred a liability for the entire cost of the new residence within the eighteen- 
month period, she was entitled to subtract only that portion of the total cost 
attributable to the construction physically completed within the eighteen-month 
period provided by the statute.2 On appeal, held: Affirmed (one judge dis- 
senting). The taxpayer is entitled to deduct only so much of the cost of con- 
struction of a new house as is attributable to the portion constructed and used 
within the eighteen-month period. Kern v. Granquist, 291 F.2d 29 (9th Cir. 
1961). 

The instant case provided the first occasion for judicial construction of 
section 112(n)(2)(D) of the Internal Revenue Code of 1939 (now section 
1034(c)(2) of the 1954 Code.)* The problem of statutory interpretation, as 
the court saw it, was whether, in subsection (2)(D), the words “made which 
are properly chargeable to capital account, during the period specified in 
paragraph (1)” modify only “improvements,” and hence impose no time limi- 
tation on costs attributable to acquisition, construction, or reconstruction; or 
whether they modify all those nouns, thus limiting the “cost of purchase” to 
those costs attributable to acquisition, construction, reconstruction, as well as 
improvements “made” (i.e., completed)* during the period stated and ex- 
cluding costs attributable to acquisition, construction, reconstruction, and im- 
provements made before or after the period. 

The majority held that, although the first interpretation is both logical and 
equitable, it was constrained to follow the second interpretation as that was 
the one chosen by Congress and the Treasury Regulations.5 The dissenting 


? Kern v. Granquist, 185 F. Supp. 769 (D. Ore. 1960). 
3 The subsections in question read: 


“(1) Nonrecognition of gain. If property (hereinafter in this subsection called 
‘old residence’) used by the taxpayer as his principal residence is sold by him and, 
within a period beginning one year prior to the date of such sale and ending one 
year after such date, property (hereinafter in this subsection called ‘new residence’) 
is purchased and used by the taxpayer as his principal residence, gain (if any) from 
such sale shall be recognized only to the extent that the taxpayer’s selling price of 
the old residence exceeds the taxpayer’s cost of purchasing the new residence.” 

“(2) (D) A residence any part of which was constructed or reconstructed by 
the taxpayer shall be considered as purchased by the taxpayer. In determining the 
taxpayer’s cost of purchasing a residence, there shall be included only so much of 
his cost as is attributable to the acquisition, construction, reconstruction, and improve- 
ments made which are properly chargeable to capital account, during the period 
specified in paragraph (1).” (Emphasis added.) 

Subsection (2) (G) extended the one year period of subsection (1) to 18 
months in the case of a new residence the construction of which was commenced by 
the taxpayer within one year after the date of the sale of the old residence. 

*The word “made” was considered to be of crucial importance in the interpre- 
tation of the statute. The use of the word “completed” by the legislature would have 
been more appropriate if the intent was in fact to have the verb relate also to the 
noun “construction,” as construction is more accurately “completed” than “made,” 
while improvements can be either “made” or “completed.” 


5 The court relied upon Diamond v. Sturr, 221 F.2d 264 (2d Cir. 1955), holding 
that the interpretation placed on a statute by the government in long-standing regu- 
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judge felt that the word “made,” in the context of the statute, regulations, and 
legislative history, is ambiguous. Consequently, he reasoned that the court was 
free to find that the construction intended by Congress was that which would 
afford relief to a taxpayer who had incurred, within the statutory period, 
fixed liabilities under a binding contract which by its terms is to be performed 
within the statutory period. Such a taxpayer, it was argued, had done every- 
thing within her power to comply with the statute and her case clearly fell 
within the spirit of the statute. 

Actually, the regulation relied upon by the majority shed little light on 
the question, as it was essentially a reiteration of subsection (2)(D).® This 
was also true of two of the committee reports relied upon.? It was the Con- 
ference Committee reports dealing with the addition of subsection (2)(G) and 
explaining its impact on subsection (2)(D) that showed clearly the intent 
that the word “made” was to relate to the word “construction”: 


“If the taxpayer commences construction of the new residence more than 
one year prior to the date of sale of the old residence, in determining the 
taxpayer’s cost of building the new residence there will be included only 
so much of the cost as is attributable to the construction made during the 
period beginning one year prior to the date of the sale of the old residence 
and ending 18 months after such sale.” 8 


The court placed great emphasis on these particular reports and failed 
even to mention the legislative history offered by the taxpayer which tended 
to show that Congress intended to include all costs of construction incurred 
within the statutory period. The taxpayer argued that the phrase “during the 
period specified in paragraph (1)” referred to “cost”—that it could not refer 


lations is entitled to great weight. However, the court apparently overlooked the fact 
that the regulation involved was not issued and approved until 1953—the same taxable 
year with which the case is involved. 

6 “The taxpayer’s cost of purchasing the new residence includes only so much of 
such cost as is attributable to acquisition, construction, reconstruction, or improve- 
ments made within the two year or 30 months period of time, as the case may be... .” 
Treas. Reg. 118, § 39.112 (n)-1(b) (5) (1953). Obviously, this language is just as 
susceptible to the alternative interpretations posed as is the statutory language. 

7™¢This section of the bill [(2) (D)] as passed by the House included in the 
taxpayer’s cost of purchasing the new residence only so much of the cost as is attrib- 
utable to acquisition, construction, reconstruction, or improvements made within the 
two year period of time in which the purchase of the new residence must be made in 
order to have gain not recognized under the amendment and which is properly 
chargeable to capital account rather than to current expense.” S. Rep. No. 781, Part 2, 
82d Cong., Ist Sess. 33 (1951). 

“The words ‘taxpayer’s cost of purchasing the new residence’ . . . include only 
so much of the cost as is attributable to acquisition, construction, reconstruction, or 
improvements made within the two year period of time in which the purchase of the 
new residence must be made in order to have gain not recognized under the subsection 
and which is properly chargeable to capital account rather than to current expense.” 
H.R. Rep. No. 586, 82d Cong., Ist Sess. 110 (1951). 

8H.R. Rep. No. 1179, 82d Cong., ist Sess. 74-75 (1951). (Emphasis added.) 

“(I]n determining the taxpayer’s cost of building the new residence there will 
be included only so much of the cost as is attributable to the construction made 
during the period beginning one year prior to the date of the sale of the old residence 
and ending 18 months after such date.” H.R. Rep. No. 1213, 82d Cong., Ist Sess. 76 


(1951). 
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to the phrase “and improvements made which are properly chargeable to 
capital account” since it was set off from it by a comma. She thus conceived 
the issue of interpretation as involving a choice between “costs during the 
period specified” on the one hand and “construction during the period specified” 
on the other. In support of the former interpretation, she offered excerpts 
from committee reports indicating that al] costs of construction within the 
statutory period were to be included in the cost of purchasing the new residence.® 

Since a cost is chargeable against capital account if it is paid or incurred 
within the taxable year,!° it would appear that the intent of Congress as 
expressed by this legislative history was compatible with the taxpayer’s position. 
Allowing the inclusion of construction costs incurred within the statutory 
period is also in harmony with the part of Treasury Regulation 118 allowing 
as part of the “cost of purchasing” the new residence “such indebtedness to 
which the property purchased is subject at the time of purchase . . . and the 
face amount of any liabilities of the taxpayer which are part of the consideration 
for the purchase.” !! It is clear that as to a previously existing residence the 
costs of purchase are not to be limited to those paid out within the period, 
but include costs incurred within the period, though they may possibly not 
become payable until years after the one year has lapsed. There is no com- 
pelling reason why the same rule should not apply to the cost of building a 
new home. The liabilities incurred in the one case are just as binding as 


®“Your Committee has added a new sub-paragraph (G) to the proposed Section 
112 (n) (2) to extend from one year to 18 months the time after the sale of the old 
residence within which the taxpayer must use a new residence, the construction of 
which was commenced by the taxpayer prior to the expiration of one year after 
the date of such sale, in order to have any of the gain of such not recognized and 
within which the costs of constructing such a new residence will be considered as the 
cost of purchasing the new residence.” S. Rep. No. 781, Part 2, 82d Cong., Ist Sess. 
33 (1951). (Emphasis added.) 

“However, in the case of new construction the requirement of occupancy within 
one year appears to your committee not to be realistic, particularly during the present 
period of material and labor shortages. Therefore, your committee’s bill provides that 
in the case of a new house, if the construction of the house begins within a year 
before or after the sale of the first house, and the new house is used as a taxpayer’s 
principal residence within 18 months after the sale of the first house, then al] expendi- 
tures on the new residence within this 18 month period are to be considered as a 
reinvestment of the selling price of the first residence.” bid. (Emphasis added.) Merriam- 
Webster New International Dictionary defines “expenditure” (in the accounting 
sense) as “an outlay, or the creation of a liability, for an asset or an expense item.” 

“In cases where the replacement is built or reconstructed, only so much of the 
cost is to be counted as an offset against the selling price of the old residence as is 
properly chargeable against capital account within a period beginning one year prior 
to the date of the sale of the old residence and ending 18 months (1 year under the 
House bill) after such date in the case of the construction of a new house... .” 
S. Rep. No. 781, Part 1, 82d Cong., 1st Sess. 35 (1951). 

A House Report made a statement identical with the last paragraph above, 
except it referred to a one-year period in place of an 18-month period. H.R. Rep. No. 
586, 82d Cong., Ist Sess. 110 (1951). 

10 Treas. Reg. § 1.263 (a)—1(b) (1960). It would appear that the intent of 
the legislators was to use incur in its ordinary sense, viz., the establishment of a legal 
obligation, rather than in the sense that it is used in accrual accounting where “all 
events” necessary to establish the liability must have occurred in order to properly 
deduct an incurred expense for income tax purposes. 


11 Treas. Reg. 118, § 39.112 (n)—1(b)(5) (1953). 
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those incurred in the other. Such a construction would be completely within 
the spirit of the statute, as the purpose of the requirement that the new residence 
be purchased and used within the stated period is to assure that the proceeds 
of the sale be reinvested in a new residence. Here the taxpayer had just as 
certainly “reinvested” the selling price of the old house in the new house 
whether or not the house was completed within the eighteen-month period. 
Her transaction was even more clearly a reinvestment of the proceeds from the 
old house than would be the purchase of a new house prior to the sale of 
an old house. 

Nevertheless, the majority adhered to what it believed to be the strict, 
literal interpretation of the statute by Congress and the regulations. Although 
not mentioned in the opinion, weight was probably accorded to Revenue 
Ruling 55-90,!2 cited by the government in its brief. In that case the taxpayer 
began construction of his new residence more than one year prior to the sale 
of his old residence. It was held that only that part of the cost attributable 
to construction made during the statutory period could be counted. This 
ruling has been incorporated into the current regulations,!3 which make it 
clear that costs attributable to construction begun prior to the statutory period 
are not part of the “cost of purchase.” However, this ruling does not necessarily 
conflict with the contention that costs incurred within the period come within 
the provision. In fact, the ruling supports this contention when it states: “The 
costs which were incurred prior to [the statutory period] may not be taken 
into account for this reason.” 14 So long as the costs are incurred within such 
period they fall within the principle of this ruling and the regulations. 

Another rule which probably had a strong influence on the court is that 
which states that a statute which provides an exemption from tax is a matter 
of legislative grace and accordingly should be strictly construed against the 
taxpayer.!5 It should be noted, however, that the provision in question does 
not grant an exemption; strictly speaking, it grants only a deferment of the 
tax.16 On the other hand, it is true that in many cases the gain will escape 


121955—1 Cum. Butt. 348. 

13 Treas. Reg. § 1.1034—1(c) (4) (ii) (1960). 

14Rev. Rul. 55-90, 1955—1 Cum. Buti. 349 (Emphasis added.) 

Corn Products Co. v. Commissioner, 350 U.S. 46, 76 Sup. Cr. 20 (1955); 
Commissioner v. Jacobson, 336 U.S. 28, 69 Sup. Ct. 358 (1949); Cornell v. Coyne, 
192 U.S. 418, 24 Sup. Cr. 383 (1904). 

The section in question has in general been given a very strict interpretation. 
For example, in order to take advantage of the 18-month period provided for in 
subsection (2)(b) of the 1939 Code ( (c)(5) of the 1954 Code) the taxpayer must 
commence the construction of a new residence himself. If he steps in and takes over 
the construction after someone else has begun the construction, he is remitted to the 
one-year period subsequent to sale, within which he must construct and use the new 
residence in order to come under the provisions. Rev. Rul. 57-234, 1957—1 Cum. Butt. 
263. 

16Furthermore, there is a well-recognized exception to the rule of strict con- 
struction in cases where the rule would defeat the legislative purpose. Helvering v. 
New York Trust Co., 292 U.S. 455, 54 Sup. Ct. 806 (1934); Ozawa v. United States, 
260 U.S. 178, 43 Sup. Ct. 65 (1922). That purpose here is to relieve the hardship of 
taxing what amounts to an exchange of one’s old residence for a new one within a 
reasonable period of time. To bar the taxpayer from that relief merely because a 
home which she had purchased and used within the required period was not completed 
until after that period had expired is unduly harsh and clearly defeats the purpose 
of the statute. 
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taxation where the taxpayer dies owning the new residence, since the basis of 
property acquired from a decedent is the value of the property at the date 
of decedent’s death.!7 

The instant case illustrates a conflict which runs through all tax legislation— 
the need to draw a clear line for purposes of consistency, predictability, and 
equal treatment on the one hand, and on the other hand the desirability of 
leaving enough latitude in a provision to provide for cases which fall within 
the spirit of the statute, if not the letter. The court, concluding that the line 
had clearly been drawn by Congress and by the regulations, stated that it would 
be usurping the legislative function by a contrary interpretation, even though 
the inclusion of all costs incurred within the statutory period would be com- 
pletely within the spirit of the statute and would impart just as much of the 
finality which Congress sought as does the result reached. The foregoing 
analysis tends to show that the court need not have concluded that Congress 
and the regulations left it no room to interpret the statute. There were ample 
arguments available to support an opinion that neither Congress nor the regu- 
lations had unequivocally drawn a line. Thus it would seem that the minority 
judge was correct in stating that it would not have constituted judicial legis- 
lation for the court to have ruled that costs incurred within the statutory period 
under these circumstances come within the purview of the statute. This would 
have been a much more just result and perhaps would have been reached had 
the taxpayer been in a financial situation more conducive to sympathy. In any 
event the principal case, coupled with the regulations, establishes a strong pre- 
cedent, and it will probably require an amendment of the statute to afford any 
relief to the taxpayer encountering labor or material shortages. Meanwhile, a 
wise taxpayer will start building his new home as soon as possible (but not 
more than a year prior to sale of his old home) and consider inserting a 
penalty clause in the building contract for incomplete work which results in 
additional expense to the taxpayer. 


James W. MarsHALi 


INJUNCTION—School Boards May Have an Affirmative Duty To End 
De facto Segregation. (Federal) 


In a class action on behalf of all Negro children situated in the Lincoln 
Elementary School District, the plaintiffs sought an order enjoining the City of 
New Rochelle Board of Education from enforcing its “neighborhood school 
policy,” under which the plaintiffs were required to register in and attend 
the segregated Lincoln School within their district. The district court! found 
that the Board’s policy was designed to freeze-in segregation at Lincoln, 
and issued an order allowing the plaintiffs to transfer to any other integrated 
school within the city. On appeal, held: Affirmed. Until 1949 the Board 
had deliberately created and maintained Lincoln as a segregated school by 
gerrymandering the district lines and allowing transfers to white children. 
The adoption of the neighborhood school policy in 1949 had the effect of 


17 Int. Rev. Cope or 1954, § 1014. 

1191 F. Supp. 181 (S.D.N.Y. 1961), desegregation plan submitted, 195 F. Supp. 
231 (S.D.N.Y. 1961), application for stay of mandate pending certiorari denied, US., 
82 Sup. Cr. 10 (1961). 
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continuing substantial segregation at the Lincoln School. Such action was clearly 
not done in good faith, and violated the equal protection clause of the fourteenth 
amendment. Taylor v. Board of Educ., 294 F.2d 36 (2 Cir.), cert. denied, 
368 U.S. 940, 82 Sup. Ct. 383 (1961). 

Relying on the Supreme Court’s construction of the equal protection clause 
in Plessy v. Ferguson,2 many communities developed a segregated, “separate 
but equal,” school system. The inequity of such a situation was finally recognized 
in the landmark case of Brown v. Board of Educ.,3 where the Court said that 
separate educational facilities were inherently unequal because they generated 
a feeling of inferiority in the Negro children that could not be overcome. 

Brown directly outlawed de jure* segregation which was caused or 
maintained by a state statute or official act, and greatly affected the existing 
law in the Southern states.5 In addition to making segregation laws illegal, the 
Court placed an affirmative duty upon the states and their school boards to 
desegregate “in good faith,” and “with all deliberate speed.”® The extent of 
desegregation necessary to show good faith compliance with the Court’s mandate 
is still the subject of litigation, and is in fact the broad issue presented in Taylor. 

Action causing what could be classified as de jure segregation is evident 
when a state statute and constitutional amendment continue separate but equal 
schools in bold defiance of the Supreme Court’s order, as was attempted in 
Louisiana.?. Such action clearly calls for a command to desegregate. In the 
absence of such obviously illegal action, it becomes difficult to determine 
exactly what evidence is needed to show bad faith compliance with the order to 
desegregate. The extreme question is whether Brown obligates the states to 
end even de facto® segregation—segregation caused, not by statute or official 
act of the state through its school boards, but by fortuitous unbalanced racial 
patterns existing in the community. 

Cases abound in dicta that the fourteenth amendment does not command 
integration, but merely forbids enforcement of segregation by governmental 
powers.? In fact, the Fourth Circuit has held that an order to desegregate 
should not issue when the only showing was that racially separate schools 
existed.!° Nevertheless, many segregated schools do exist as an inevitable result 


2163 U.S. 537, 16 Sup. Ct. 1138 (1896) (separate but equal doctrine confirmed 
in an interstate transportation case). 

3347 U.S. 483, 74 Sup. Ct. 686 (1954), decree formulated, 349 U.S. 294, 75 Sup. 
Ct. 753° (4955). 

4This term was adopted by the district court in the instant case. See Taylor v. 
Board of Educ., 191 F. Supp. 181, 194 n.12 (S.D.N.Y. 1961). 

5See Maslow, De facto Public School Segregation, 6 Vu. L. Rev. 353 (1961). 

6 Brown v. Board of Educ., 349 U.S. 294, 299-300, 75 Sup. Cr. 753, 756-57 (1955). 

7Orleans Parish School Bd. v. Bush, 242 F.2d 156 (5th Cir.), cert. denied, 354 
US. 921, 77 Sup. Ct. 380 (1957). 

8See note 4 supra and accompanying text. 

® Allen v. County School Bd., 249 F.2d 462, 465 (4th Cir.) (dictum), cert. denied, 
355 US. 953, 78 Sup. Cr. 539 (1957); Avery v. Wichita Falls Independent School 
Dist., 241 F.2d 230, 233 (5th Cir.) (dictum), cert. denied, 353 U.S. 938, 77 Sup. Ct. 
816 (1957); County School Bd. v. Thompson, 240 F.2d 59 (4th Cir.) (dictum), cert. 
denied, 353 US. 911, 77 Sup. Ct. 667 (1957); Boarders v. Rippy, 247 F.2d 268, 271 
(Sth Cir. 1957) (dictum). 

10Carson v. Warlick, 238 F.2d 724 (4th Cir.), cert. denied., 353 U.S. 910, 77 
Sup. Ct. 665 (1957). 
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of racial “ghettos” in the large cities.1!1 Some communities have voluntarily 
assumed the responsibility of ending these “ghetto” schools,!2 but in others 
the situation has caused Negroes to institute legal proceedings in an effort to 
obtain relief.13 

No court has yet directly ordered a school board to take measures to end 
purely de facto segregation. However, it has been indicated in recent cases, that 
if de facto segregation exists, very little evidence of official action is needed to 
show a policy of enforcing segregation warranting a court order to desegregate. 

Strong evidence of an official school board policy of enforcing segregation 
is present when it can be shown that the school district lines have been gerry- 
mandered to perpetuate segregation.'4 The case of Clemons v. Board of Educ.1® 
is illustrative. There a board drew lines enclosing the Lincoln School District 
to include most of the Negro population of the city. The plan was unique 
in that it divided the district into two equal areas, one at each end of 
the city. Moreover, the Lincoln School was not even inside its own district, 
but was in the Washington School District, and many Negro children walked 
past Washington School to attend Lincoln. The court held that such school 
zoning was a subterfuge to continue segregation and did not constitute good 
faith compliance with the Supreme Court’s order in Brown. 

It is likewise a relatively simple matter for a court to find that Negroes 
have been denied their constitutional rights when school pupil assignment 
laws consider race as a basis for awarding school transfers.16 Although the 
Supreme Court has denied certiorari in a case which allowed this criterion 
for school transfers,17 recent circuit court cases show that these laws would be 
held invalid.18 ; 

A more difficult case is presented when there is no state statute, gerry- 
manded district, or assignment law that provides concrete evidence of school 
board action favoring segregation. When faced with such a situation, the 
courts have issued injunctions on such abstract evidence of segregation as a 
formal rule or pronouncement of the board serving to continue segregated 
schools,1® or admissions of the school board made in the pleadings of the 


11See Maslow, De facto Public School Segregation, 6 Vii. L. Rev. 353 (1961), 
where Mr. Maslow cites reports showing the intentional continuance of de facto 
segregation in Chicago. 

12 Tbid. 

138 Time, Dec. 1, 1961, p. 51. This article mentions that because of the influx 
of Negroes into the large northern cities, there has actually been resegregation of 
previously integrated schools. This is due to the centralization of the Negroes in 
geographical areas in the cities. 

14 E.g.. Webb v. School Dist. No. 90, 167 Kan. 395, 206 P.2d 1066 (1949); Pierce 
v. Union Dist. School Trustees, 46 N.J.L. (Ct. App. 1884). Cf., Gomillion v. Lightfoot, 
364 US. 339, 81 Sup. Ct. 125 (1960), and an interesting followup in The New Yorker, 
June 10, 1961, p. 37; id. June 17, 1961, p. 39. 

15228 F.2d 853 (6th Cir.), cert. denied, 350 U.S. 1006, 76 Sup. Ct. 651 (1956). 

16 See Meador, The Constitution and the Assignment of Pupils to Public Schools, 
45 Va. L. Rev. 517 (1959). 

17 See Kelly v. Board of Educ., 270 F.2d 209 (6th Cir.), cert. denied, 361 U.S. 924, 
80 Sup. Ct. 293 (1959). 

18 Boson v. Rippy, 285 F.2d 43 (5th Cir.), cert. denied, 352 U.S. 878, 77 Sup. Ct. 
99 (1960); Dove v. Parham, 282 F.2d 256 (8th Cir. 1960). 

19 Gibson v. Board of Pub. Instruction, 246 F.2d 913, 914 (Sth Cir. 1957). The 
stated policy of the school board was that “until further notice the free public school 
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case.2° Removing even this abstract evidence of segregation caused by an official 
act of a state, the situation approaches the circumstances in Holland v. Board 
of Pub. Instruction,21 a case very similar to Taylor. 

In Holland, a Negro student contended that a gerrymandered district and 
the application of the state assignment laws forced him to attend a segregated, 
all-Negro school, and sought admission to a white school outside of his district. 
The court did not consider either of the charges separately, but found that 
the record as a whole revealed the fact that a completely segregated school 
system was maintained, and stated that “the courts cannot simply blot it out 
of their sight.”22 Ic has been argued that this case amounts to a taking of 
judicial notice of the existence of de facto segregation, and the sole evidence 
that it has been allowed to continue could be the basis for a finding that the 
board was not desegregating in good faith.22 Whether or not this is the import 
of Holland, the case at least shows that the existence of de facto segregation 
becomes an important consideration when there is no evidence of specific state 
or official board action. The only fact that weakens this conclusion drawn 
from Holland is that the school district lines were drawn to conform to city 
residential district lines, which were established by city ordinance with race as 
the controlling factor.24 This is the distinguishing fact between Holland and 
Taylor. 

In Taylor there was no state statute, city ordinance, announced policy, or 
admission by the school board that evidenced the existence of segregated schools. 
The facts alleged to be the cause of the segregated Lincoln school were a 
gerrymandered district and the application of the neighborhood school policy 
governing the transfer of students. 

Although there was clear evidence of past gerrymandering by the School 
Board of New Rochelle, the Lincoln district as it now stands appears to be 
uniform and basically rectangular.25 Its boundaries do not establish two separate 
areas, as in Clemons,?® or “meander up streets and alleys.” 27 Racial discrimi- 
nation in the granting of school transfers was also shown to exist until 1949, 
when the neighborhood school policy was adopted by the Board. Under the 
evidence, all discriminatory practices occurred before the Brown decision in 
1954. Because of the neighborhood school policy, all students, regardless of race, 
were required to attend the school within their district since 1949. Neverthe- 
less, the court noted the past practice of the Board, and the existing segregated 
condition of the Lincoln School, when it stated: 


system of Dade County will continue to be operated, maintained and conducted on a 
non-integrated basis.” 

20 School Bd. v. Allen, 240 F.2d 59 (4th Cir.), cert. denied, 353 U.S. 910, 77 Sup. 
Ct. 667 (1956). 

21258 F. 2d 730 (Sth Cir. 1958). 

32 Id, at 732. 

23 See Meador, The Constitution and the Assignment of Pupils to Public Schools, 
45 Va. L. Rev. 517 (1959). 

24 Holland v. Board of Pub. Instruction, supra note 21, at 731. 

25 Taylor v. Board of Educ., 294 F.2d 36, 45 (1961) (dissenting opinion). 

26Clemons v. Board of Educ., 228 F.2d 853 (6th Cir.), cert. denied, 350 US. 
1006, 76 Sup. Ct. 651 (1956). 

27 Webb. v. School Dist. No. 90, 167 Kan. 395, 402, 206 P.2d 1066, 1072 (1949). 
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“So the present 94 per cent Negro enrollment at the Lincoln School goes 
beyond mere ‘racial imbalance’, and approximates closely the harmful 
conduct condemned in the Brown case. Since these conditions were the 
result of the deliberate conduct of the Board, the plaintiffs and those 
similarly situated are entitled to some form of relief.” 28 


Thus, previous conduct encouraging segregation, and the existence of sub- 
stantially segregated schools, seems to be sufficient evidence to warrant a court 
order commanding desegregation. If this is so, there is no substance to state- 
ments that the Constitution does not command integration, because as Judge 
Moore, dissenting in Taylor, points out, “[T]he court has extended the Consti- 
tution to the point where motives for State non-action are now relevant.” 2% 
Taylor does not directly hold that school boards have a duty to end purely 
de facto segregation, but such holding seems to be the next logical step in the 
development of the case law interpreting the Brown mandate of desegregation 
“in good faith,” “with all deliberate speed.” 


Me vin F. JAGER 


NEGLIGENCE—Property Owner Liable Under Illinois Scaffold Act Only 
if He Is Person “Having Charge.” (Illinois) 


Plaintiff, an employee of a construction company engaged under contract 
to perform work on the premises of defendant railroad, sustained injuries when 
the ladder he was climbing slipped from the scaffold against which it had been 
leaning and fell with him to the ground. Defendant railroad’s architect and 
engineers had prepared the plans for the work and frequently inspected the 
structural activities. All construction work, however, was performed by the 
independent construction company and its employees. Plaintiff brought an 
action under the Illinois Scaffold Act! against the railroad as owner of the 
property upon which the structural work was being performed. The appellate 
court reversed a judgment for the plaintiff? rendered by the Circuit Court 
of Cook County. On appeal, held: Remanded with directions? (two Justices 
dissenting). The Illinois Structural Work Act imposes liability upon a prop- 
erty owner only if such person has charge of the work. Gannon v. Chicago, 
M., St. P. & P. Ry., 22 Ill. 2d 305, 175 N.E.2d 785 (1961). 

The Illinois Scaffold Act, passed in 1907, represents a legislative attempt 
to protect workmen engaged in construction. Its purpose is “to prevent injuries 
to persons employed in this dangerous and extra hazardous occupation, so 
that negligence on their part in the manner of doing their work might not 
prove fatal.”4 The supreme court’s first opportunity to construe the act came 
in 1911 in the leading case of Claffy v. Chicago Dock & Canal Co. Although, 


28 Taylor v. Board of Educ., supra note 25, at 39. 

29 Id. at 47. 

1Jut. Rev. Srat. c. 48, §§ 60-69 (1959). 

225 Ill. App. 2d 272, 167 N.E.2d 5 (1st Dist. 1960). 


3 The court remanded, pursuant to § 92(1)(e) of the Civil Practice Act, in order 
that plaintiff might re-try his case in the light of new statutory interpretation. 


Schultz v. Henry Ericsson Co., 264 Ill. 156, 164, 106 N.E. 236, 239 (1914). 
5 249 Ill. 210, 94 N.E. 551 (1911). 
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by its own admission, the court was not concerned with the imposition of civil 
liability,® the sweeping language of the opinion? initiated the trend seen in 
subsequent interpretations and laid down the oft-cited rule that the statute 
is to be given a liberal construction.§ 

Guided by the Claffy decision, Illinois courts for five decades have liberally 
construed the Scaffold Act by giving to its language a scope broad enough 
to include a wide range of subjects covered, actions constituting violations, 
and parties liable.® For example, contributory negligence and assumption of 
risk were early held unavailable as defenses to the statutory cause of action.!° 
The requirement of a “wilful” violation 11 was construed to mean mere knowl- 
edge that a scaffolding device was being used and not necessarily that a danger- 
ous condition existed.!? Similarly, although the statute refers to devices “erected 
or constructed” for use on the project,!® it has been held that a device simply 
made available or funished for the project also comes within the purview of 
the act.!4 

Against this background of inclusive interpretations, the Illinois Supreme 
Court was called upon in 1958 to decide whether civil liability is imposed 
upon a property owner who has no control or supervision over the construction 
work. The narrow issue raised was the proper construction to be given the 
language of section 69 of the statute, the pertinent portion of which reads: 
“fA]ny owner ... or other person having charge of the . . . construction 

. . Shall comply with all the terms thereof. . . .”15 In Kennerly v. Shell 
Oil Co.,1® where the fact situation is directly analogous to the instant case,17 


6 The court was concerned only with the section setting out the requirements 
for enclosed elevator shafts: “[W]e are concerned, in the decision of this case, only 
with said section 7.” Jd. at 217, 94 N.E. at 553. “[WJe are not required to pass upon 
the validity of any other section.” Jd. at 220, 94 N.E. at 554. 

7For example, the court stated: “In our opinion it was intended by section 7 to 

. impose upon both the contractor and the owner the duty of complying with 
the provisions of said section so far as civil liability is concerned... .” Id. at 222, 94 
NE. at 555. 

8 E.g., Bounougias v. Republic Steel Co., 277 F.2d 726 (7th Cir. 1960). 

®For a discussion of these holdings, see 1960 U. Itt. L.F. 475. 

10Pankey v. Hiram Walker & Sons, 167 F. Supp. 609 (S.D. Ill. 1958); Schmid 
v. United States, 154 F. Supp. 81 (E.D. Ill. 1957); Fetterman v. Production Steel Co., 
4 Ill. App. 2d 403, 124 N.E.2d 637 (1st Dist. 1954). 

Tut. Rev. Strat. c. 48, § 69 (1959). 

12 Gundich v. Emerson-Comstock Co., 21 Ill. 2d 117, 171 N.E.2d 60 (1960); 
Kennerly v. Shell Oil Co., 13 Ill. 2d 431, 150 N.E.2d 134 (1958); Schultz v. Henry 
Ericsson Co., 264 Ill. 156, 106 N.E. 236 (1914). 

13 Trt. Rev. Strat. c. 48, § 60 (1959). 

14 Bounougias v. Republic Steel Co., 277 F.2d 726 (7th Cir. 1960). 

Trp. Rev. Stat. c. 48, § 69 (1959). (Emphasis added.) Section 69 provides: 
“Any owner, contractor, sub-contractor, foreman or other person having charge of 
the erection, construction, repairing . . . of any building . . . or other structure 
within the provisions of this act, shall comply with all the terms thereof. . . . For 
any injury to person or property, occasioned by any wilful violations of this act, or 
wilful failure to comply with any of its provisions, a right of action shall accrue 
to the party injured... .” 

16 Supra note 12. 

17 An employee of an independent contractor brought an action under the act 
against the property owner for personal injuries sustained in a fall from a scaffold. 
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the court held liability could be imposed on a defendant who had no control 
over the work being performed, stating: 


“The Scaffold Act deals with highly dangerous activities. It has been 
regarded from the outset as intended to fix an independent, nondelegable 
duty of compliance upon the owner of the property and upon each con- 
tractor and subcontractor engaged in the work.” 18 


The court thus extended the trend of Scaffold Act decisions yet another step. 


The significance of the instant case lies in the negative answer it offers 
to the identical question answered affirmatively in the Kennerly case. Except 
for the fact that a recent construction of a state statute is unequivocally 
reversed,!® the case rests on accepted legal criteria. The re-interpretation may 
be justified on the reasoning of prior Illinois cases,2°9 New York cases under 
a similar statute,2!_ general principles of statutory construction,22 and policy 
considerations.?3 

A review of cases dealing with the phrase “having charge” reveals a lack 
of unanimity concerning the nature of the duty imposed by the act upon a 
property owner. Perhaps the confusion results in part from the fact that 
sections 60 through 68 of the statute set out the standards of conduct to be 
met, whereas section 69 creates the cause of action and enumerates the parties 
subject to the civil liability created. In setting these standards, the first eight 
sections speak in mandatory terms,?* include no “having charge” requirement, 
and were the basis of the Claffy decision’s broad assertion of conjunctive lia- 
bility which has so often been cited.25 Because the distinction between enunci- 
ation of the standard and enumeration of the parties upon whom it is imposed 
had not been accurately recognized in all instances, the conclusion has been 
drawn that an absolute duty rests upon all parties named in section 69 even 
though liability is stated in the disjunctive.** 

Other cases, however, have noted that liability on any named party 
depends upon his “having charge” of the work. Two early cases?7 refused 
to impose liability because the owner had not retained control. In 1956, a 


18 Kennerly v. Shell Oil Co., 13 Ill. 2d 431, 435, 150 N.E.2d 134, 137 (1958). 

19 This point alone was sufficient reason for the two dissenting justices to oppose 
the new construction. Their position is that “judicial construction of a statute by the 
highest court of the State becomes, in effect, a part of the statute itself. Therefore, 
any subsequent change in the law is peculiarly within the province of the legislature.” 

20 See cases cited infra notes 27 to 29 and accompanying text. 

21 See cases cited infra notes 30 to 32 and accompanying text. 

22 See discussion in text accompanying note 32 infra. 

23 See discussion in text accompanying note 33 infra. 

24For example, § 60 reads: “[AJll scaffolds shall be erected and constructed in 
a safe, suitable and proper manner. . . .” (Emphasis added.) Similarly, § 66 reads: 
“[T]he contractors or owners shall cause the shafts or openings in each floor to be 
enclosed. . . .”. (Emphasis added.) 

25 See text accompanying notes 5 to 7 supra. 

6 See, e.g.. Pankey v. Hiram Walker & Sons, 167 F. Supp. 609 (S.D. Ill. 1958); 
Kennerly v. Shell Oil Co., 13 Ill. 2d 431, 150 N.E.2d 134 (1958); Griffiths & Son Co. 
v. National Fireproofing Co., 310 Ill. 331, 141 N.E. 739 (1923); Braden v. Shell Oil 
Co., 24 Ill. App. 2d 252, 164 N.E.2d 235 (4th Dist. 1960). 

27 Breton v. Levinson, 207 Ill. App. 406 (1st Dist. 1917); Mindrop v. Gage, 189 
Ill. App. 599 (1st Dist. 1914). Only abstracts of these opinions appear in the reports. 
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plaintiff failed to recover because the evidence did not show that “the defendant 
was actually in charge of construction of the building.” 28 As recently as 1957 
this view found expression in a federal district court opinion, where it was 
stated: 


“It was not the intention of the legislature that the owner should be liable 
regardless of who was in charge of the work, but to hold the person in 
charge of the work responsible regardless of whether it was the owner, 
contractor, sub-contractor, foreman, or other person having charge of the 
building project.” 29 


The instant case, therefore, is not without precedent in announcing that an 
owner must have charge before liability may be imposed. 

Although not expressly relied upon by the court in its Gannon opinion, 
support for its ruling is found in New York cases construing a similar statute.3° 
That statute imposes liability upon any “person employing or directing another 
to perform,” and it may be seen the New York courts insisted on a finding 
that the owner had control or charge of the performance. For example, in 
one case it was stated: 


“It is well established that section 240 is not applicable to an owner for 
injuries to or the death of a workman employed by a general contractor 
with whom the owner contracted for the work to be done.” 34 


And the New York court asserted in another holding: 


“We think the statute was not intended to subject persons to liability who, 
like the defendant, might employ independent contractors but that responsi- 
bility for equipment used in the performance of the work and the duty of 
inspection were imposed on the employer.” 32 


Recognizing that statutory construction is substantially a matter of ascer- 
taining legislative intent, the court looked to both the plain meaning of the 
language used and to the legal and economic climate of 1907. Scrutinizing the 
clause “any owner, contractor, sub-contractor, foreman or other person having 
charge of the erection,” the court found that “having charge” must relate to 
the entire list of possible party defendants because if it related only to the 


°8' Taber v. Defenbaugh, 9 Ill. App. 2d 169, 171, 132 N.E.2d 454, 455 (3d Dist. 
1956). The primary issue in the case was_ whether the plaintiff was an independent 
contractor or an employee. Upon a finding that he occupied the position of an 
independent contractor, the court stated that the Scaffolding Act was inapplicable. 

28Schmid v. United States, 154 F. Supp. 81, 88 (E.D. Ill. 1957). Plaintiff's motion 
for a new trial was delayed pending the decision in the Kennerly case. A new trial 
was granted which resulted in an application of the Kennerly rule and a reversal of 
the prior decision for the defendant. Schmid v. United States, 273 F.2d 172 (7th 
Cir. 1959). 

30.N.Y. Lasor Law § 18 provides: “A person employing or directing another to 
perform labor of any kind in the erection . . . of a building shall furnish .. . 
scaffolding . . . which shall be so constructed . . . as to give proper protection 
to a person so employed or directed.” (Emphasis added.) 

31 Overton v. Gerard, 2 App. Div. 2d 410, 413, 156 N.Y.S.2d 759, 763 (1956). 

32 Sweeney v. Spring Products Corp., 257 App. Div. 104, 106, 12 N.Y.S.2d 72, 
74 (1939). 
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words “other person” the entire sentence was meaningless. Since only those 
persons in some way connected with the project in question are possible defend- 
ants, “having charge” must be considered the means of identifying the particular 
party to be held liable. Furthermore, the use of “or” rather than “and” evinces 
a liabiliry that is not absolute. Finally, a “wilful” or “knowing” violation 
presumes some connection more direct than mere ownership. 

In examining the economic and legal climate of the early 1900’s, the court 
felt that the legislature was aware of the plight of the workingman and sought 
both to assure his safety and to relieve him of the responsibility of overcoming 
such common-law defenses as contributory negligence and assumption of risk. 
Nevertheless, liability without fault was not a popular doctrine and the concept 
of nondelegable duties was limited to special instances such as the employer- 
employee relationship where the injury was caused by an independent con- 
tractor and the circumstances were termed ultrahazardous. Therefore, reasoned 
the court, legislative intent did not extend to the imposition of an absolute, 
nondelegable duty upon an owner. 

The last of the major influences upon the court in Gannon was a simple 
projection of the consequences of the Kennerly holding. In the words of the 
court: 


“[T]o construe the statute as plaintiff suggests would mean that every 
subcontractor or foreman on the job, irrespective of his assignment, would 
have a duty to see that every other subcontractor or foreman complied 
with the provisions of the Scaffold Act or otherwise sustain liability 
under the act. The implausibility of that construction is self-evident.” 34 


The real import of the Gannon case lies in its refusal to broaden or even 
to maintain the existing scope of the Illinois Scaffold Act. In effect, the court 
has ruled that the safety of the construction worker need not depend upon 
unwarranted extension of coverage achieved through distortion of statutory 
language. It is interesting to note that the narrowed view espoused by Gannon 
has already been given application. In a recent Illinois Supreme Court decision 
involving a charge of absolute liability, an owner-lessor was held not liable 
since its only contact with the construction work was by virtue of its ownership 
of the leased premises.54 

The Gannon rule appears to be a rational limitation upon liabiliry under 
the Illinois Scaffold Act, yet one which preserves the goal of reducing the 
hazards of construction work. The decision could not have been predicted 
due to the previous liberality extended the act;*5 nevertheless its approach 
has already seen application, indicating that its reasoning does not stand alone. 
It may be that the instant case, taken together with other recent decisions,3® 
marks a turning point in judicial attitude toward the Illinois Scaffold Act. 


RicuHarp Co..ins 


33 Gannon v. Chicago, M., St. P. & P. Ry., 22 Ill. 2d 305, 320, 175 N.E.2d 785, 
793 (1961). Justice Klingbiel made a similar observation in his dissenting opinion in 
the Kennerly case. 

34 Kiszkan v. Texas Co., 22 Ill. 2d 326, 175 N.E.2d 401 (1961). 

35 For cases subsequent to Kennerly adhering to a liberal interpretation, see Schmid 
v. United States, 273 F.2d 172 (7th Cir. 1959); Pankey v. Hiram Walker & Sons, 167 
F. Supp. 609 (S.D. Ill. 1958); Braden v. Shell Oil Co., 24 Ill. App. 2d 252, 164 N.E.2d 
235 (4th Dist. 1960). 

36 Kiszkan v. Texas Co., supra note 34. See also Thon v. Johnson, 30 Ill. App. 
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PROCESS—Nonresident Corporation Subject to Extraterritorial Jurisdiction 
Under Illinois Civil Practice Act. (Illinois) 


Plaintiff, an Illinois resident, sustained injuries from the explosion of a 
water heater that allegedly resulted from a negligently manufactured value. 
The defective valve was manufactured in Ohio by the defendant corporation 
and sold in Pennsylvania where it was inserted into the water heater which was 
later sold in Illinois. Plaintiff brought suit in Illinois charging negligent manu- 
facture and injuries suffered as a proximate result. Summons was issued and 
duly served on defendant’s registered agent in Ohio pursuant to sections 16 
and 17(1)(b) of the Illinois Civil Practice Act. Defendant appeared specially 
to contest jurisdiction, asserting that it had not committed a tortious act in 
Illinois. —The complaint was dismissed by the circuit court of Cook County. 
On appeal, held: Reversed. Illinois may properly exercise personal jurisdiction 
over the defendant. The tort occurred in Illinois, under the rule that the place 
of the wrong is where the last event takes place which is necessary to render 
the actor liable. The due process requirement of sufficient contact is satisfied 
when a manufacturer places his goods into the ordinary course of commerce. 
Gray v. American Radiator © Standard Sanitary Corp., 22 Ill. 2d 432, 176 
N.E.2d 761 (1961). 

The presence of all the essentials to sustain a cause of action is no guaran- 
tee of recovery, since a valid judgment can only be rendered in a state which 
has jurisdiction over the parties.2 At common law physical power was the 
traditional basis of jurisdiction, and the appearance of the defendant was con- 
sidered essential.? In the United States, jurisdiction historically rested on the 
“power” concept, orginating in a practice of commencing actions by arrest. 
Under a capias ad respondendum, a defendant could not be arrested unless 
he was within the physical boundaries of the state. In Pennoyer v. Neff,* the 


2d 317, 174 N.E.2d 400 (2d Dist. 1961), construing the breadth of the statutory cover- 
age. The court held that the form for a concrete slab is not a scaffold. Here again 
the court looked to possible results of a contrary holding stating: “We are aware of 
the rule that our statute should be liberally construed, but if the statute were construed 
so as to cover the concrete form involved in this case, such a construction of the 
statute would be equivalent to holding that each and every place where a workman 
chooses to stand thereby becomes a scaffold within the meaning of the statute.” Jd. at 
322, 174 N.E.2d at 402. This area of Scaffold Act litigation is discussed in 1960 U. 
Itt. LF. 475. 

1Jux. Rev. Srat. c. 110, §§ 16, 17 (1959). See note 28 infra. 

2 RESTATEMENT, JUDGMENTS § 4 (1942). The requisites for a valid judgment are: 
(1) the state in which it is rendered must have jurisdiction to subject the parties and 
the subject matter to its control, (2) a reasonable method of notification must be 
employed and a reasonable opportunity to be heard afforded the persons affected, (3) 
it must be rendered by a court competent to render it, and (4) there must be compliance 
with requirements necessary for a valid exercise of power by the court. 

32 Howpswortn, History or ENGLisH Law 105 (3d ed. 1923). The common law 
would never permit the exercise of jurisdiction simply because a person committed 
a tort or made a contract within the forum state. Sidar Gurdyal Singh v. Rajah of 
Faridkote, [1894] A.C. 670 (P.C.); Emanuel v. Symon [1908], 1 K.B. 302 (1907) 
(dictum). 

*95 U.S. 714, 727 (1878) (dictum). 
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“power” concept was given constitutional status as an aspect of due process,® 
a treatment approved by Mr. Justice Holmes in a later case where he asserted 
that “the foundation of jurisdiction is physical power.”® Arrest eventually 
disappeared as the basis of jurisdiction and was replaced by a simple summons 
which gave notice of the pending action. But, even with the abandonment 
of physical seizure, the requirement of physical presence lingered. 

While some signs of discontent with the “power” theory first appeared 
in cases involving service on residents who had left the state,7 even more 
significant problems were presented upon its application to foreign corporations. 
It has been conceptually more difficult to apply the theory to foreign corpo- 
rations since, unlike individuals, a corporation has no physical aspects. How- 
ever, corporate activities often extend throughout the entire nation. Such con- 
siderations make the “power” concept inappropriate for application to corpo- 
rations. The inadequacy of the traditional methods in dealing with the ubiquitous 
corporation precipitated evolution of the fictions of “consent,”® “presence,” 1° 
and “doing business” 11 as the bases of obtaining much-needed expansions of 
jurisdiction. As individuals also increased their interstate activities, dilution 
of the Pennoyer doctrine became inevitable. The first departure involved a 
New Jersey nonresident motorist statute.!2 Following a brief setback,!% the 


5In its broadest sense the court held that a valid personal judgment could not 
be rendered against a nonresident of the state who was not personally served with 
process within the state. See Cleary, Service of Process for Personal Judgments, 37 
ILL. B.J. 236 (1948). 

6 McDonald v. Mabee, 243 U.S. 90, 91, 37 Sup. Ct. 343 (1917). 

7™Thus the validity of personal judgments based on an “abode” service (which 
involved leaving a copy of the process at the resident defendant’s usual place of 
abode) was early recognized in Illinois. See Bimeler v. Dawson, 5 Ill. (4 Seam.) 536 
(1843). Similarly, it came as no surprise when the Court held valid a personal judg- 
ment entered by a Wyoming court against a Wyoming resident based on personal 
service of summons in Colorado. Milliken v. Meyer, 311 U.S. 457, 61 Sup. Cr. 339 
(1940). 

For example, it was early established that since a corporation existed only by 
virtue of the law of the state of incorporaton, it could be sued only in that state. 
Bank of Augusta v. Darle, 38 U.S. 509 (1839). 

® LaFayette Ins. Co. v. French, 59 U.S. (18 How.) 404 (1855). 

10Barrow Steamship Co. v. Kane, 170 U.S. 100, 18 Sup. Ct. 526 (1897). The 
difficulty lay in determining what facts justified the conclusion that the corporation 
was “present.” The Illinois Supreme Court reluctantly followed the “presence” test 
because it felt bound to do so. Pembleton v. Illinois Commercial Men’s Ass’n, 289 III. 
99, 124 N.E. 355 (1919). 

11 Application of the “doing business” test resulted in the evolution of two rules: 
(1) mere solicitation alone will not constitute doing business, Green v. Chicago B. & 
Q. Ry., 205 U.S. 530, 27 Sup. Cr. 595 (1907); but (2) solicitation plus other activities 
in the state will so suffice. International Harvester Co. v. Kentucky, 234 U.S. 579, 34 
Sup. Ct. 1944 (1914). 

124 statute requiring nonresidents operating motor vehicles within the state 
to file an appointment making the Secretary of State their agent for service of process 
in actions arising from the operation of the vehicle was sustained in Kane v. New 
Jersey, 242 U.S. 160, 37 Sup. Cr. 30 (1916). 

13JIn Flexner v. Farson, 248 U.S. 289, 39 Sup. Ct. 97 (1919), the Supreme Court 
rejected the contention that consent could be exacted generally from nonresident indi- 
viduals solely by virtue of their doing business in the state, since, it was argued, the 
state had no power to exclude them. 
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“power” concept was dealt a crippling blow when Hess v. Pawloski,!* sustained 
a Massachusetts nonresident motorist statute. Henry L. Doherty @ Co. v. 
Goodman followed Hess’s lead, but the potential force of both cases was 
dissipated by the Court’s observation that the subjects involved (motor vehicles 
and the sale of corporate securities) were exceptional and especially lent 
themselves to state regulation. 

Against this background, the Supreme Court decided International Shoe 
Co. v. Washington,!® which remains today the single most important decision 
in the field. Turning its back on the “power” theory, the Court announced 
the now famous test: (1) that for a court to subject an out-of-state defendant 
to personal jurisdiction, due process requires that the defendant have certain 
minimum “contacts” within the state such that the maintenance of the suit 
would not offend “traditional notions of fair play and substantial justice,” 17 
and (2) whether due process would be satisfied would depend upon the “quality 
and nature of the activity in relation to the fair and orderly administration of 
the laws which it was the purpose of the due process clause to insure.” 18 The 
test is vague; but it leaves the courts free to reconsider the whole question of 
jurisdiction over nonresidents on a case by case basis. An eminent jurist 19 
interpreted the International Shoe test to mean that courts should balance the 
conflicting interests to determine whether the gain inuring to the plaintiff by 
allowing the local action outweighs the resultant burden placed upon the 


14274 U.S. 352, 47 Sup. Cr. 632 (1927). See Oviatt v. Garretson, 205 Ark. 792, 
171 S.W.2d 387 (1943); Jones v. Pebler, 371 Ill. 309, 20 N.E.2d 592 (1939); Sipe v. 
Moyer, 353 Pa. 75, 44 A.2d 263 (1945). 

15294 U.S. 623, 55 Sup. Ct. 553 (1935). The Court upheld a personal judgment 
against a nonresident individual pursuant to a statute regulating the sale of corporate 
securities. 

16 326 U.S. 310, 66 Sup. Cr. 154 (1945). Suit was brought to collect unpaid con- 
tributions to the unemployment compensation fund of the State of Washington under 
a statute purporting to authorize such proceedings, where the employer was not found 
within the state, by sending notice via registered mail. The defendant foreign corpo- 
ration manufactured shoes and employed salesmen who resided in Washington to 
solicit orders there. In sustaining maintenance of the suit under the due process 
clause, the court emphasized the continuous and systematic nature of the company’s 
activities in the state, and the fact that the activities gave rise to the liability sued 
on. 

177d. at 316, 66 Sup. Cr. at 158. 

18 Jd. at 319, 66 Sup. Ct. at 160. The first statement seemingly focuses on the 
fact of actual contact with the forum, a quantitative standard, whereas the second 
expression looks to the quality and nature of the activity, a qualitative standard. 
However, it could also be argued that the first expression merely establishes the fact 
of contact while the second phase modifies and explains the meaning of the term 
“contact.” 

19 Judge Learned Hand in Kilpatrick v. Texas & P. Ry., 166 F.2d 788, 790-91 
(2d Cir. 1948), cert. denied, 335 U.S. 814, 69 Sup. Cr. 32 (1948); 337 U.S. 75, 69 Sup. 
Ct. 953 (1948). Judge Hand contended that the fairness test was indistinguishable 
from the plea of forum non conveniens and that the basic consideration became 
whether the action could be tried more appropriately and justly elsewhere. 

It has been urged that while convenience is a factor under the International Shoe 
doctrine, courts have given this only a secondary consideration, and that whether or 
not the state has sufficient minimum contacts with defendant’s activity has consistently 
been the primary concern. 44 Iowa L. Rev. 361, 364, n.19 (1959). 
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defendant. Since International Shoe’s pronouncement, the Court has twice 
reapproved its general philosophy.?° 

International Shoe apprised the states of an opportunity to extend jurisdiction 
in certain permissible situations. For example, certain single or occasional acts 
in a state would suffice, “because of their nature and quality and the circum- 
stances of their commission,” to subject the defendant to the jurisdiction of the 
state as to causes of action arising out of the act.?! It is upon just such a situ- 
ation that the so-called “single-act” statutes, such as section 17 of the Illinois 
Civil Practice Act, undoubtedly rely. Following International Shoe some states 
continued to modify their “doing business” statutes.22 Still later there was a 
gradual adoption of single act statutes, which, following the decision in Hess, 
were carefully restricted to areas involving the states’ police power.2? Juris- 
diction stretched out to encompass torts,2* contracts,25 insurance contracts,?¢ 
and the ownership and use of property.27 In 1955 Illinois enacted section 17 
of the Civil Practice Act,28 a comprehensive statute avowedly designed to 
stretch jurisdiction to the full limit allowed under the due process clause. 

In applying section 17(1)(b) in the Gray case, the court faced two major 
issues: (1) whether the defendant had committed a tortious act within the 
state, and (2) whether the statute, as applied to the facts, satisfied the require- 
ments of due process. 

Assuming a negligent manufacture in Ohio with a consequent injury in 
Illinois, the court applied a well established conflict of laws rule to determine 
jurisdiction—“in law the place of a wrong is where the last event takes place 


20 Perkins v. Benquet Consol. Mining Co., 342 U.S. 437, 72 Sup. Ct. 413 (1951); 
Travelers Health Ass’n v. Virginia ex rel. State Corp. Comm’n, 339 U.S. 643, 70 Sup. 
Ct. 927 (1950). 

21 International Shoe Co. v. Washington, supra note 16, at 318, 66 Sup. Cr. at 159. 

22 ArK. STAT. tit. 22, § 27—340 (1947); Fia. Strat. ANN. c. 46, tit. 6, § 47.16 (1943); 
Miss. Cope ANN. c. 3, tit. 10, § 1437 (1942). 

23 F.g.. The operation of automobiles, Int. Rev. Strat. c. 954%, § 23 (1959); the 
operation of aircraft and watercraft, ILL. Rev. Stat. c. 110, §§ 263a-c (1959); Pa. Srat. 
ANN. tit. 2, § 1410 (1954). 

24 Me. Rev. Strat. c. 112, § 2i(b) (1959); Minn. Strat. ANN. § 303.13(1) (3) (Supp. 
1958); N.C. Gen. Strat. § 55—145(4) (Supp. 1959); Vr. Srat. tit. 9, c. 72, § 1562 (1947). 

25 Mp. ANN. Cope art. 23, § 92(d) (1957). 

°6 F.g., Ark. Acts 1959, No. 148, § 185; La. Rev. Srat. § 22.1253 (1950); Me. Rev. 
SraT. c. 112, § 21(d) (1959). 

27 F.g., Me. Rev. Stat. c. 112, § 21(c) (1959); Pa. Stat. ANN. tit. 12, § 331 (1953). 
For a comprehensive treatment of statutes in this area, see generally O’Connor & 
Goff, Expanded Concepts of State Jurisdiction Over Non-residents: The Illinois 
Revised Practice Act. 31 Notre DamMe Law. 223; Note, 73 Harv. L. Rev. 911, 
998-1008 (1960). 

28 Titi. Rev. Stat. c. 110, § 17 (1955). “(1) Any person, whether or not a citizen 
or resident of this State, who in person or through an agent does any of the acts 
hereinafter enumerated, thereby submits said person, and, if an individual, his personal 
representative, to the jurisdiction of the courts of said State as to any cause of action 
arising from the doing of any of said acts: (a) The transaction of any business within 
this State; (b) The commission of a tortious act within this State; (c) The ownership, 
use or possession of any real estate situated in this State; (d) Contracting to insure any 
person, property or risk located within this State at the time of contracting.” 
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which is necessary to render the actor liable.” 2® It was argued by the defendant 
that the statutory language of “tortious act” indicated legislative intention that 
the act itself, rather than its consequences, had to occur within the state. This 
was rejected by the court, attributing to the legislature an intention to have its 
words read in their “ordinary and popularly understood sense.” 3° The court 
then reasoned that the concept of “injury” was an inseparable part of the 
phrase “tortious act.” In this connection, it has been suggested,3! that the 
question of whether a tort was committed in the state within the meaning of 
the statute should depend upon whether, under the circumstances of its com- 
mission, it is reasonable to require the defendant to stand trial in Illinois, and 
not upon technical considerations as to where the cause of action arose.32 
Having established that a tortious act was committed within the state, 
the court took up the crucial question of whether the due process clause permits 
the exercise of in personam jurisdiction under the facts presented in Gray. 
Clearly, due process is satisfied when the defendant enters the state and commits 
a tort. This proposition was firmly established in Nelson v. Miller,33 the first 


29Gray v. American Radiator & Standard Sanitary Corp., 22 Ill. 2d 432, 435, 
176 N.E.2d 761, 762-63 (1961). Use of the conflict of laws rule in such a situation 
has been criticized in 45 Minn. L. Rev. 127, 129 (1960), where it was urged that a 
better approach would have been to theorize that because no negligence is actionable 
without an injury, the injury was a part of the tortious act, and thus the tort had 
been committed, at least in part, within the jurisdiction. It is significant that the 
Minnesota statute there being interpreted, Minn. Stat. § 303.13(1)(3) (1959), based 
jurisdiction on a tort “committed in whole or in part” within the state. See Comment, 
22 U. Cur. L. Rev. 674, 684-85 (1955); Note, 42 Minn. L. Rev. 909, 918 (1958). 

80 Gray v. American Radiator & Standard Sanitary Corp., supra note 29. 

81Cleary & Seder, Extended Jurisdictional Bases for the Illinois Courts, 50 Nw. 
ULL. Rev. 599, 609. See Atkins v. Jones & Laughlin Steel Corp., 258 Minn. 571, 104 
N.W.2d 888 (1960). 

82 Thus the court overrode without mentioning the language of Hellriegel v. 
Sears, Roebuck & Co., 157 F. Supp. 718 (N.D. Ill. 1957) (dictum), which assumed 
that the requirement of commission of a tortious act within the State of Illinois would 
not be satisfied where the force set in motion from outside the state “bombarded” 
and injured a person within the state. The opinion relied heavily on George Monro, 
Ltd. v. American Cyanamid, [1944] 1 K.B. 432, an English case involving jurisdictional 
matters not comparable to American problems. See Feldman v. Thew Shovel Co., 
214 Md. 387, 135 A.2d 428 (1957). 

At least two other state statutes are open to the same interpretation, i.e., that 
mere consequences of a tortious act may be sufficient for jurisdiction although none 
is explicit on the point. Minn. Srat. ANN. § 303.13(1) (3) (Supp. 1958); Vr. Srat. tit. 
9, c. 72, § 1562 (1947). 

A similar type of statute was proposed for Illinois by Professor Cleary who 
urged that in drafting the statute no attempt should be made to specify what is 
considered such “contacts, ties, or relations” with the state of Illinois as will render 
a personal judgment in conformity with due process. Instead he proposed: “Doing or 
causing to be done within this state, either in person or by agent, any act which 
shall give rise to a cause of action or constitute some substantial part thereof shall be 
deemed on the part of the person, partnership or corporation so doing such act or 
causing the same to be done, a submission to the jurisdiction of the courts of this 
state as to any such cause of action.” Cleary, Service of Process for Personal Judg- 
ments, 37 ILv. B.J. 226, 244 (1948). (Emphasis added.) 

8311 [ll. 2d 378, 143 N.E.2d 673 (1957). See, e.g., Johns v. Bay State Abrasive 
Prods. Co., 89 F. Supp. 654 (D. Md. 1950) (jurisdiction held constitutional as to one 
defendant); Smyth v. Twin State Improvement Corp., 116 Vt. 569, 80 A.2d 664 
(1941). 
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Illinois decision under section 17. Though Nelson upheld the validity of the 
statute, the finding of sufficient contact was no doubt greatly buttressed by 
the physical appearance within the state of the defendant’s agent in committing 
the tort. 

In Gray, however, the defendant argued that to apply section 17 where 
the injury was its only contact with the state would exceed the limits of due 
process.34 While neither the Illinois nor the United States Supreme Court 
had previously passed on this point, several decisions in the federal courts 
seemed to support the defendant’s position.2> In resolving the contact issue 
the court utilized a different approach, finding defendant’s contact with Illinois 
in the fact that it manufactured a product which in the course of commerce 
was sold to an Illinois consumer.2® The court refused to adopt a mechanical 
formula or rule of thumb, but maintained that the contact issue depended on 
the facts of each case. The court urged a flexible test of fairness and reason- 
ableness, where the relevant injury would be “whether [the] defendant engaged 
in some act or conduct by which he may be said to have invoked the benefits 
and protection of the law of the forum.” °7 Concluding that the defendant 
was accorded the enjoyment and benefits which the state gives to the marketing 
of its valves, the court found: 


“(I]t is not unreasonable, where a cause of action arises from alleged 
defects in his product, to say that the use of such products in the ordinary 
course of commerce is sufficient contact with this State to justify a require- 
ment that he defend here.” 38 


This statement seems to represent one of the furthest extensions to date of the 
doctrine of International Shoe. 

Earlier cases from other jurisdictions ®® reached a result similar to Gray, 
basing jurisdiction on out-of-state activities such as sending dangerous or 


84See Reese & Galston, Doing an Act or Causing Consequences as Bases of 
Judicial Jurisdiction, 44 Iowa L. Rev. 249 (1959). 

%5See Erlanger Mills, Inc. v. Conoes Fibre Mills, Inc., 239 F.2d 502 (4th Cir. 
1956); Hellriegel v. Sears, Roebuck & Co., 157 F. Supp. 718 (N.D. Ill. 1957) (dictum); 
Johns v. Bay State Abrasive Prods. Co., supra note 33. An exception to this view may 
be found in libel cases where jurisdiction has been sustained when the defamation 
within the state was caused by broadcasting or publication outside the state. See, 
e.g.. Gearhart v. WSAZ, Inc., 150 F. Supp. 98 (E.D. Ky. 1957), aff'd sub. nom. 
WSAZ, Inc. v. Lyons, 254 F.2d 242 (6th Cir 1958). But jurisdiction has been found 
lacking where title to the libelous material passed outside the state. Putman v. Triangle 
Publications, Inc., 245 N.C. 432, 96 S.E.2d 445 (1957). 

86 A North Carolina statute bases jurisdiction on just such a situation, where an 
injury arises “out of the production, manufacture, or distribution of goods by such 
corporation with reasonable expectation that those goods are to be used or consumed 
in this State and are so used or consumed, regardless of how or where the goods 
were produced, manufactured, marketed, or sold whether or not through the medium 
of independent contractors or dealers... .” N.C. Gen. Start. c. 55, § 55—145(a) (3) 
(1960). 

87 Gray v. American Radiator & Standard Sanitary Corp., 22 Ill. 2d 432, 440, 176 
N.E.2d 761, 765 (1961). 

38 Jd. at 442, 176 N.E.2d at 766. (Emphasis added.) 

39 See, e.g., Florio v. Power Tool Corp., 248 F.2d 367 (3d Cir. 1957); Carter v. 
American Bus Lines, 169 F. Supp. 460 (D. Nebr. 1959); Shepard v. Rheem Mfg. Co. 
249 N.C. 454, 106 S.E.2d 704 (1959). 
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defective products into the forum. In this connection, two cases decided in 
Minnesota merit some discussion. In Mueller v. Steelcase Inc.,*° a nonresident 
corporation sold a defective chair to a Minnesota retailer, who in turn sold 
it to the plaintiff who was injured in using the chair. The federal court held 
the Minnesota statute 4! unconstitutional as applied to those facts.42 However, 
in Atkins v. Jones & Laughlin Steel Corp.,% the plaintiff truck driver was 
injured in Minnesota while unloading acid which the defendant had shipped 
into the state. The Supreme Court of Minnesota specifically repudiated the 
Mueller decision and found the defendant’s interstate shipment presented suffi- 
cient contacts to satisfy due process. 

It would seem that both Atkins and Gray support jurisdiction where the 
defendant has put a dangerous or defective article into commerce. In addition, 
the broad language in Gray implies that this extension might prevail in the 
absence of any so-called “dangerous” elements. In this respect, Gray relied 
heavily on McGee v. International Life Ins. Co.,44 where the Supreme Court 
had also painted with broad strokes. McGee observed that the trend to increase 
jurisdiction was due in part to the increase in interstate commercial transactions, 
which has almost effaced the economic significance of state boundaries. While 
attempts have been made to restrict McGee to its facts, the broad language of 
the opinion would not seem to justify such a restriction. The reliance in the 
present case on McGee seems proper, since if there was a substantial connection 
there, it would seem that there was even a greater connection here. If a state 
has a legitimate interest in a commercial transaction concerning an insurance 
policy, it would also have a legitimate interest in a transaction where com- 
modities are sent within its borders, especially where dangerous commodities 
are involved. 

The most obvious implication of Gray relates to cases arising under section 
17(1) (a), the “transaction of any business” provision.45 Except for a few Illinois 
appellate cases*® and one federal decision,47 attempts to extend jurisdiction 
under section 17(1)(a) have met with little success. Thus, the absence of 


40172 F. Supp. 416 (D. Minn. 1959). 

41 Minn. Stat. ANN. § 303.13(1) (3) (Supp. 1958). 

#“(T]f jurisdiction were sustained in this case the door would be open to 
practically unlimited jurisdiction over foreign corporations and the concept of the 
required contact and connections in this State to sustain jurisdiction would be entirely 
whittled away.” Mueller v. Steelcase Inc., supra note 40, at 419-20. 

43158 Minn. 571, 104 N.W.2d 888 (1960). 

44355 U.S. 220, 78 Sup. Ct. 199 (1957). The Court upheld a suit against a 
foreign insurance company, holding that the defendant’s insurance contract had 
sufficient contact with the state since it sent the policy into the state and the premiums 
were mailed by a local resident. 

45 Before the enactment of § 17, the Illinois courts were limited by the doctrine 
that mere solicitation was not “doing business” and was, therefore, insufficient to 
support jurisdiction against foreign parties. Bull & Co. v. Boston & Maine R.R., 344 
Ill. 11, 175 N.E. 837 (1931); Booz v. Texas & Pac. R.R., 250 Ill. 376, 95 N.E. 460 (1911). 

46 Berlemann v. Superior Distrib. Co., 17 Ill. App. 2d 522, 151 N.E.2d 116 (4th 
Dist. 1958); Sunday v. Donovan, 16 Ill. App. 2d 116, 147 N.E.2d 401 (1st Dist. 1958). 
But see Grobark v. Addo Machine Co., 18 Ill. App. 2d 10, 151 N.E.2d 425 (1st Dist. 
1958), aff'd, 16 Ill. 2d 426, 158 N.E.2d 78 (1959). 

47 National Gas Appliance Corp. v. A.B. Electrolux, 270 F.2d 472 (7th Cir. 1959), 
cert. denied, 361 U.S. 959, 80 Sup. Cr. 584 (1960). 
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minimum contact has been found in federal decisions involving a defendant’s 
appearance for purposes of negotiating a contract,48 an isolated shipment of 
defective seed,4® sending newspapers5® or catalogues5! into the state, or 
having legal work performed within the state.52 If Gray accurately portends 
things to come, it seems likely that jurisdiction will be expanded under section 
17(1)(a) to an extent not heretofore experienced. In any event the liberal 
application of section 17 in Gray would seem to indicate a refusal of the court 
to follow the more cautious attitude reflected in the earlier federal interpre- 
tations of the statute. Since the Illinois Supreme Court has taken cognizance of, 
and acquiesced in, the legislative extension of jurisdiction over nonresidents, 
it seems natural that the principle of Gray will be extended to other areas of 
the statute. 

The decision here has support in numerous policy considerations that have 
been voiced in the past. Progress in communication and transportation has 
unquestionably made defense of suits in foreign tribunals less burdensome.®? 
The convenience of the forum ™* as to the location of witnesses and evidence 
was relied upon in Gray, the court noting that Illinois law would govern the 
substantive questions and that witnesses on the issues of injury and damage 
were most likely to be found there. It must be noted, however, that the 
validity of this contention depends on the theory of the case, and whether 
the most important issues concern matters within the forum. It has also been 
urged that states have “special interest” in certain kinds of litigation®> (an 
obvious over-simplification), and that the costs of protecting one’s rights in 
a foreign state are often prohibitive,5® or at least impose a handicap.57 Numerous 
other justifications have been advanced. But shortcomings exist in most of 
these considerations because they are, almost without exception, dependent for 
their existence upon a particular set of facts. In this light, the wisdom of the 
International Shoe test becomes more apparent. Thus it seems that the decision 
in Gray is quite properly based on that which is fair and reasonable under the 
circumstances of each case. The continued increase in the mobility of corpo- 
rations and individuals alike, coupled with their ability to deal in transactions 
involving several states, seems destined to continue. Such increased interaction 
between persons of different states would seem to require a continued lessening 


48 Kay-Martin v. Brooks, 167 F.2d 394 (7th Cir. 1959), cert. denied, 361 USS. 
832, 80 Sup. Ct. 84 (1959); E. Film Corp. v. United Features Syndicate, Inc., 172 F. 
Supp. 177 (N.D. Ill. 1958). 

49 Morgan v. Heckel, 171 F. Supp. 482 (E.D. Ill. 1959). 

50Insull v. New York World-Telegram Corp., 273 F.2d 166 (7th Cir. 1959), 
cert. denied, 362 U.S. 942, 80 Sup. Ct. 897 (1960). 

51 Trippe Mfg. Co. v. Spencer Gifts Inc., 270 F.2d 821 (7th Cir. 1959). 

52. Orton v. Woods Oil & Gas Co., 249 F.2d 198 (7th Cir. 1957). 

53 Hanson v. Denckla, 357 U.S. 235, 251, 78 Sup. Ct. 1228, 1238 (1958). But as 
one authority has observed, facilities have improved no less for plaintiffs. Cleary, 
Transient Jurisdiction—Remnant of Pennoyer v. Neff: A Round Table, 9 J. Pus. L. 
292, 297 (1960). 

54 Travelers Health Ass’n v. Virginia ex rel. State Corp. Comm'n, 339 US. 643, 
70 Sup. Ct. 927 (1950); Johns v. Bay State Improvement Corp. 89 F. Supp. 654 (D. 
Md. 1950). 

55 Travelers Health Ass’n v. Virginia ex rel. State Corp. Comm’n, supra note 54. 

56 Wein v. Crockett, 113 Utah 301, 195 P.2d 222 (1948). 

57Smyth v. Twin State Improvement Corp., 116 Vt. 569, 80 A.2d 664 (1951). 
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of jurisdictional restrictions to the point where they coincide with existing 
economic and social conditions. Viewed in this light, Gray appears not as a 
radical departure from the traditional jurisdictional limitations but as a logical 
and reasonable manifestation of a legal system, which, as Mr. Justice Holmes 
decreed, must grow and adapt to the world in which it lives. 


WitiiaM L. Hutse 
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The Law Forum will list and briefly describe those books it has received in 
the preceding quarter which are believed to merit being called to the atten- 
tion of readers. 


Tue Corp War anv It Onricins, 1917-1960, by D. F. Fleming. New York: 
Doubleday, 1961. 2v. $11.75. 


This work contains an extensive account of the Cold War, its origins, 
development, and present day significance. Dr. Fleming is professor of inter- 
national relations at Vanderbilt University. This treatise represents Dr. Fleming’s 
personal attempt to forestall or prevent another war. 


Essays ON ProcepurE AND Evipence, edited by Thomas G. Roady, Jr. and Robert 
N. Covington. Nashville: Vanderbilt University Press, 1961. Pp. xxix, 288. 
$7.50. 


This is a symposium consisting of twelve essays contributed by well known 
authorities on procedure and evidence. The volume is dedicated to Edmund 
M. Morgan by the Faculty and Students of the Vanderbilt Law School. A 
bibliography of Professor Morgan’s published works is included. 


INTERNATIONAL CLAIMS: THEIR ADJUDICATION BY NATIONAL CoMMISSIONS, by 
Richard B. Lillich. Syracuse, N.Y.: Syracuse University Press, 1962. Pp. xiv, 
140. $5.00. 


This short treatise is a study of the procedural aspects of arbitration by 
national claims commissions. It is based on the author’s examination of available 
printed material and of much that is in manuscript form. Mr. Lillich, a 
specialist in international law, is a member of the faculty of the College of 
Law at Syracuse University. 


CriminaL Psycuo.ocy, edited by Richard W. Nice. New York: Philosophical 
Library, 1962. Pp. 284. $6.00. 


This book is a collection of articles which deal with the application of 
modern psychological principles to judicial proceedings and correctional insti- 
tutions. 
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